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Tre IAS STUDENT 


Particularly in the field of adult education, 2 school 
is dependent for its good name upon the accomplish- 
ments of its students. 
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© We are proud of the continuing success of thousands 
SS of IAS students both in business and in public account- 
y ing practice. The chief purpose of this message is to 
acknowledge their achievements* with respect and 
appreciation. 
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@ IAS students in general are exceptionally well quali- 
fied to pursue effectively a study program designed for 
adult education. They are mature; a recent survey 
showed an age range of 18 to 59, an average of 
31 years. Most are married and hold responsible 
office jobs. 





e Many are college graduates; 7,516 college graduates 
enrolled with IAS during the five years 1949-53. 


© The very fact that a man has completed a compre- 
hensive home study course indicates ambition, self- 
reliance, willingness to work hard, and self-discipline. 
Sincerity of purpose is clearly demonstrated in that 
each student pays his own fee. 


® Qualities like these are not common today. That 
IAS men and women students possess them to a 
marked degree helps to explain why so many of our 
former students are found among the leading account- 
ants throughout the United States and Canada. 





*For one example, more than 2,200 of those who passed 
CPA examinations during the five years 1949-53 had ob- 
tained all or a part of their accounting training from LAS, 

The school’s 24-page cata- 

logue, 1954 edition, isavailable ge 

free upon request. Address 

your card or letter to the Sec- 


retary, LAS... INTERNATIONAL ACCOUNTANTS SOCIETY, INC. 
A Conrespondence School Since 1903 


209 WEST JACKSON BOULEVARD * CHICAGO 6, ILLINOIS 
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Nationals “De Luxe” 


Series of ADDING MACHINES! 


Live’ keyboard with keytouch adjustable to each operator! 


Saves up to 50% hand motion—and effort! 
Never before have so many time- and- effort sav- 
ing features been placed on an adding machine. 
Every key operates the motor—so you can 
now forget the motor bar. No more back-and- 
forth hand motion from keys to motor bar. 
And keys are instantly adjustable to each 


A National “De Luxe” Adding Machine pays for itself with the 
time-and-effort it saves, then continues savings as yearly profit. 
One hour a day saved with this remarkable new National will, in 
the average office, repay 100% a year on the investment. See a demon- 
stration, today, on your own work. Call the nearest National 


branch office or National Dealer. 


THE NATIONAL CASH REGISTER COMPANY, Daron 9, on10 


949 OFFICES IN 94 COUNTRIES 


operator's touch! No wonder operators are so 
enthusiastic about it. They do their work faster 
—and with up to 50% /ess effort. New operating 
advantages! New quietness! New beauty! 

“Live Keyboard with Adjustable Keyrouch 
plus 8 other time-saving features are combined 
only on the National Adding Machine. 
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THE PRESIDENT’S PAGE 


ROMOTING Professional Progress—This is our theme for the 1955 


1956 Institute Year adopted last month at our Annual Conference in 
Boston. 





The choice of a theme is the privilege and responsibility of each in 
coming president. He gives considerable thought to its selection for it 
will become the banner under which the Institute will sail during the 
ensuing year. This banner can not be a colorful insignia, it must be 
an expression that will motivate action toward a desirable goal or re- 
sult. Some themes in the past have been forceful and dynamic, while 
others have had an eloquence and understanding that will long be re- 
membered. I regret that the one I have chosen possesses none of these 
qualities. 


The theme adopted was the result of a strong feeling on the part 
of your president-elect that an acceleration of our progress as a pro- 
fession in certain areas was desirable, and that “Promoting Professional 
Progress” best described the program that we will follow during the 
coming year to effect this acceleration. If it has value, it will be in the 
endeavors that I hope it will inspire among our chapters and members 
to do a little extra something during the coming year. 

Our progress as a profession will be largely based on the summa 
tion of the efforts of each individual muir. This summation, of 
course, will be appreciably greater if these efforts are constantly chal 
lenged to keep them attuned to the fast moving and ever changing 
economy in which we live. 

To us a sense of satisfaction with our accomplishments should be 
nothing more than a breather for the next steps to be taken on the road 
of progress. Future goals must always be set and programs adopted 
for their achievement. Professional progress demands such planning. 

In stressing the importance of individual attitudes and achieve 
ments to professional progress one must not overlook the fact that the 
strong basic structure on which our profession stands today can be at 
tributed in no small part to our collective actions expressing themselves 
through a strong and vital national organization. We should always 
remember this and therefore be willing to collaborate on projects initi 
ated at the national level. 


When I think of Progress I recall an old Japanese proverb—“You 
can stand still in a flowing stream, but not in the world of mankind.” 
—Frank W. Lennon. 
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FORMULA FOR PROFIT* 


By HENRY B. DAVIDSON 


Auditor, American Trust Company 


IMPORTANCE OF PROFITS 


’M sure you'll agree that the principal motivating force for business 
progress is the profit incentive. Improvements in all phases of opera- 
tion and administration—production, sales, finance and control—are de- 
veloped because men are continually searching for ways to expand sales 
and decrease costs so that profits may be increased. 

One has only to read the annual reports and newspaper releases 
of our large corporations covering current operating results, to realize 
the tremendous importance of profits. Top management points with 
pride to statements reflecting profit increases as compared with previous 
years. Nothing makes them happier than to be able to report to share- 
holders some improvement in net earnings per share of stock outstand- 
ing, or larger dividends, or expansion programs, made possible by in- 
creased profits. Such information causes the owners to fairly lick their 
chops in anticipation of a rise in the market value of their stock. 


Managers strive for good profits, not only so that the owners will 
be satisfied with their investment return, but also because of personal 
rewards they hope to receive through salary increases, bonuses, stock 
options, or other profit sharing programs. 


An organization, with a long-established reputation for making 
good profits, finds it easier to attract investment capital and personnel 
of high quality. Everyone likes to work for a profitable business. Even 
the rank and file employees have better morale because of the security 
they feel when employed by a company which has demonstrated its 
ability to make good earnings for a long period of time. 


Profits are truly the life blood of a business. 
FOUNDATION FOR PROFIT 


Now, the profitable administration and operation of an economi- 
cally justified and adequately financed business is largely dependent on 
(1) the personnel, (2) the plan of organization and (3) the policies, 
procedures and practices. 

I say, quite categorically, that the most important factor contribu- 
ting to the success of any organization, business or otherwise, is the 





*Delivered at meeting of New York Chapter. 
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character and capacity of its personnel. This is so, because from the 
highest to the lowest level, all activities are performed by or under the 
supervision of people. 

It has long been a well known fact that incompetent management 
is the number one reason for business failures. Management makes 
the decisions which lead to the establishment of a plan of organization, 
the policies, the procedures and the practices; it selects the individuals 
who train and supervise those who do the work. Consequently, top man- 
agement is constantly searching for the right kind of people, individuals 
who will eventually become members of the management team as well 
as those who will man the positions of lesser responsibility. The selec- 
tion and training of people is, by all odds, the chief problem of business 
today. 

PLAN OF ORGANIZATION 

The plan of organization has reference to the divisional, depart- 
mental, sectional and group structure under which the objectives of 
the enterprise are to be accomplished. It includes the assignment of 
functions to the various segments; it establishes the key positions for 
carrying out those functions; it sets forth the duties and responsibilities 
of the persons occupying those positions; and it shows the relation of 
each position to other positions. 


A good plan will show to whom each person in a key position is 
responsible, as well as the authority delegated to him and, most im- 
portant, the division of duties and delegated responsibilities will be so 
arranged that the whole plan will form part of a system of checks and 
balances which operate somewhat automatically. A common example 
used is that the cashiering, accounting and custodial duties should not 
be assigned to one person. And, to cite another example: The ordering, 
purchasing, receiving, storing and invoice-paying operations connected 
with the procurement function should be separated, if possible, so that 
one person or department is being checked by another person or depart 
ment, preferably another department. 

Here is a banking case, much publicised a few years ago, illus- 
trating what can happen when too much authority and responsibility 
is concentrated in the hands of one individual. A vice president in a 
New Jersey bank embezzled $657,000 through false real estate loans in 
a bank having less than $2,000,000 in loans and total assets of less than 
$10,000,000. This vice president acted as fhe bank’s attorney; as an at 
torney he certified titles to property; he made out the loan applications; 
he prepared the mortgages; he placed the insurance, he received the 
checks for delivery to the borrowers and received loan payments from 
them. Obviously, the gates were wide open for fraud. 
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It is easy to see why a good plan of organization is an important 
arm of the internal control system. 


POLICIES AND PROCEDURES 


The effectiveness of major policies is determined by the foresight, 
knowledge and wisdom of the directors and top drawer executives who 
establish or approve them. Since these policy-making decisions can 


make or break a business, it is obvious that they have a tremendous 
effect on ultimate profits. 


Management establishes procedures to implement the carrying out 


of policies; also to guide and control personnel in discharging their 
duties honestly, economically and efficiently. 


Under procedures, I include the accounting system, the reports, and 
all of the rules, regulations, methods and practices adopted to facilitate 
and control the operation and administration of all organizational seg- 
ments. As we all know, these procedures should be contained in man- 
uals that outline what is to be done, when it is to be done and how it is 


to be done. 


Needless to say, if the stage is properly set for profitable operations, 
it must include a system of built-in controls or internal check actions 
designed to prevent or minimize fraud, error and waste. A big business 
may have hundreds of such controls. For example, the inspection pro 
cedure and reports established to insure that the product conforms to 
certain quality standards are controls likely to be found in the produc 
tion division of an industrial company. In banking, the provision for 
dual custody of reserve cash, and securities owned or held as security 
for loans, furnishes a good illustration of a built-in control. 


I’m sure we all agree that established procedures constitute an- 
other vital and fundamental arm of the system of internal control to 
combat fraud and promote operational efficiency. 

INTERNAL AUDITING—NEED 

If we have these internal controls, why do we need internal audi 
ting? The basic functions of internal auditing—inquiry, review analy- 
sis and appraisal—are fundamental requirements to every organization, 
regardless of size. In the smallest business, these functions will be per- 





He received an M.B.A. from the Graduate School of Business, Harvard Uni- 
versity and is a C.P.A. in the State of California. 

Mr. Davidson is a member of the San Francisco chapter, was Pacific Coast Re 
gional Vice President and has just completed his term as International President. 
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largest organizations, especially those with remote operations, we find 
an internal auditing department. Although this discussion is predicated 
on a business so large that it is impossible for top management to per- 


sonally cover the bases, many of the points covered are certainly appli- 
cable to small business establishments. 


Even though an ideal organizational structure exists at the outset, it 
may need overhauling because of personnel changes, reassignment of 
responsibilities or changes in business responsibilities or changes in busi- 
ness requirement. Such changes often create overlapping duties and re- 
sponsibilities or lack of coordination between related positions or organ- 
izational segments. 


Certain policy decisions may be unsound; sometimes as a result of 
bad judgment; sometimes because they are based on incomplete or 
faulty information; and sometimes because they are outmoded. 


There is great need for a constant review and appraisal of the in- 
ternal controls to see that they are working as planned and to judge 
their adequacy. Those in force may not provide proper safeguards 
against fraud, error, waste or loss; they may be too costly or too compli- 
cated for efficient operation; or they may need revision because of oper- 
ating changes or to take advantage of technological improvements. 
Furthermore, while procedures may be sound, progressive, economical 
and otherwise adequate, they may not always be followed. This may 
result from faulty communication, misunderstanding or bad supervision. 


Established procedures are frequently changed or dropped com- 
pletely without authorization. Unauthorized changes become imbedded 
in the system when jobs are revamped or personnel turnover occurs. A 
new employee may take over without adequate knowledge of the job 
requirements. A conscientious employee may eliminate certain im- 
portant control steps because he feels it is economical to do so, or he 
may make changes to incorporate his own ideas because he is convinced 
they are better. Then, too, there may be willful violation in order to 
set the stage for theft. 


Despite religious adherence to prescribed procedures, it still may be 
possible for fraud to enter the picture or for honest errors to creep into 
the work so that the accounts and records do not reflect the true facts. 
Ordinarily, it is not feasible, because of the cost factor, to install con- 
trols that will cover every possible contingency. 


Thus, we find that the controls set up through the plan of organ- 
ization, the policies and procedures are not sufficient in themselves to 
safeguard the assets or guarantee efficiency, that management needs 
internal auditing as a supplementary control to review and evaluate 
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these other controls, as well as to carry out a verification program to 
insure that the accounts and records are correct. 

From some source top-management needs factual reports in order 
to make well-informed decisions and later be able to judge their oper- 
ating effectiveness. The internal auditor seems to be one of the logical 
candidates to provide this information. 


SCOPE 


In my opinion, the internal auditor should have four primary 
duties: The first is the verification of the accounts and records; the 
second is to see that the established controls are functioning as planned; 
the third is to appraise these controls to make sure they provide the 
business with ample protection against fraud, error, waste and loss at 
a reasonable cost; and the fourth is to report on deficiencies and to 
recommend policy and procedure changes considered necessary to safe- 
guard the assets and promote operational efficiency. 

I believe that the relative importance of certain auditing functions 
is influenced by the type of business and, consequently, it would be ex- 
pected that the audit program of a bank auditor would stress different 
phases than the audit program for an industrial company. 

After reading many articles on the scope of modern, managerial 
or operations auditing, I find that great emphasis is placed on the con- 
structive aspects, especially those leading to recommendations for im- 
provements in the operating departments; so much so, that I suspect 
many people conclude that the protective functions dealing with account 
verification and procedure compliance are antiquated, uninteresting and 
relatively unimportant; that all we need to satisfactorily handle these 
functions is a good clerk. 

Now. I submit to you: that the protective functions are highly im- 
portant; that the auditor’s job in this direction cannot be well accom- 
plished without considerable technical knowledge, analytical ability and 
tact. Furthermore, I am convinced that most auditors spend, and will 
continue to spend, a great deal of time verifying the accounts and satis- 
fying themselves that the policies and procedures are being complied 
with. 

In 1948, John Thurston, our first national president, said: “Among 
the opportunities for the internal auditor to improve the accounting 
system is in the area of fraud prevention. For some time now, the 
Institute has soft-pedaled the role of internal auditing in the prevention 
and detection of fraud, under the notion that too many people con- 
sidered that the only principal function of the internal auditor. Let us 
be frank; the prevention and detection of fraud is a principal role of 
the internal auditor.” 


Formula For Profit 11 


Now, don’t misconstrue these observations. I am not be-littling the 
constructive side of internal auditing. That is likewise very important 
and there is no doubt most auditors should give more attention to this 
phase of the work. Indeed, I am happy to say that they are gradually 
expanding their activities in this direction. However, this should not 
be done by slighting or neglecting the protective functions. I am trying 
to build up the protective side, not de-emphasize the constructive as- 
pects, so that the picture will look more realistic in the light of current 
practice and will come closer to representing my ideas of the actual rela- 
tive values of ‘hese two classifications from the viewpoint of the internal 
auditor. 


On the constructive side, many auditors have the responsibility for 
originating and installing the methods and procedures, and I don’t doubt 
that most of them are performing this work in an outstanding manner 
Our national organization has, of course, gone on record that generally 
this responsibility should not be assumed by the auditor because he is 
placed in the position of appraising his own ideas and handi-work and 
may, therefore, have a biased opinion. I agree with this policy. 


Now, a word with respect to industrial operations audits. Frankly, 
this is a field I know very little about. Vic Brink, who did considerable 
research prior to the adoption of our official statement on the responsi- 
bilities of the internal auditor, said, on a number of occasions, that 
the operating area is one in which the internal auditor will have to 
proceed most cautiously. Last year, at the annual conference in Dallas, 
he said: “That while internal auditing has many activities dealing with 
verification, protection and compliance, a major and essential phase 
of the total role is that of constructive analysis and appraisal of the 
company’s methods, procedures and policies. That the scope of internal 
auditing goes beyond the recording aspects of the accounting system to 
the underlying processes which form the basis of the financial results.” 
I certainly agree with that statement. 


Arthur Kent, in his first Thurston Award paper on The Profession 
of Internal Auditing, sets forth his definition of internal auditing. He 
says: “An internal audit is an analytical survey of various business 
activities, which in general uses as its base or entree, the various rec- 
ords—original or summarized—of the company.” Again in that same 
paper, he says, “So the internal audit is indeed a survey of operations 
in which we have, in general, diagnosed the situation through the study 
of records.” I can subscribe to that theory, too. 

Herb Cobb believed very strongly that the auditor should expand 


his work in the non-financial area but, in 1951, he had this to say: 
“While a number of individual companies have apparently made con- 
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siderable progress in expanding their auditing activities to non-account- 
ing subjects, most of it seems to be confined to the oil and utilities in- 
dustries. Even they have some ground to cover before anything like 
complete basic coverage is effected.” 


Personally, I feel that the auditing in production departments will 
be pretty well restricted to matters directly or indirectly related to the 
administrative controls. In my view, the internal auditor is on firm 
ground when he addresses himself to the effectiveness of these control 
mechanisms found in any organizational segment of the business. 


I have been talking about what the internal auditor’s duties should 
be. I seriously question whether most auditors write their own ticket 
as to scope; to a great extent, this will be determined by the past prac- 
tices of the organization and the attitude, ideas and responsibilities of 
the person to whom the auditor reports. We know that in a very sub- 
stantial number of cases the auditor reports to the controller. Here the 
controller’s ideas will prevail, although it is probable that the caliber 
and expressed views of the auditor will have a significent effect on the 
responsibilities delegated to him. 


In order to make his greatest contribution to profit, the auditor, 
irrespective of scope and organizational status, should perform his duties 
efficiently and graciously and, at the same time, demonstrate that he is 
willing to accept the widest range of responsibility. If he operates in 
this fashion, he probably will be given greater responsibility and a wider 
sphere of movement. 


EQUIPMENT OF THE INTERNAL AUDITOR 


Let’s now consider, briefly, the personal equipment of the internal 
auditor. I suggest a good liberal arts education topped off with broad 
studies in business administration, with some specialization in account 
ing, auditing and related subjects. Obviously, he should have an apti- 
tude for analytical and research work. With this prior background, it 
will be necessary for him to make a constant drive to acquire informa- 
tion concerning the company’s policies, procedures, and the activities of 
all departments. There is no substitute for an intimate knowledge of all 
phases of the business. 


He should keep informed on modern developments in accounting 
and auditing techniques, business systems, business machines and 
personnel management. While he may not have the reponsibility for 
the origination and installation of systems and procedures, he should 
certainly be familiar with the techniques of this work. He must be in- 
terested in work simplification and office layout; he should have an 
understanding of job analysis, process charts, form standardization and 
design, and work measurement. 
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The work of the auditor usually falls into three categories: First, 
the departmental, branch or functional inspections, reviews and surveys 
for the purpose of ascertaining facts. In this work, he must be curious, 
observant, patient, resourceful and thorough. 


Secondly, he analyzes and appraises the information. An analyti- 
cal mind is required to assemble and classify this into its integral parts. 
An objective approach, common sense, sound reasoning and good judg- 
ment are also needed to evaluate the facts so that each part will be 
given proper weight. 

Thirdly, he reports on exceptions and makes suggestions for con- 
sideration by line management. Here, he requires a good sense of bal- 
ance and judgment in order to properly accentuate the important 
matters and eliminate or minimize the inconsequential ones. While he 
must use imagination in arriving at his suggestions for procedural 
changes, he should not permit himself to indulge in flights of fancy such 
as exist in an opium smoker's pipe dream. Needless to say, he must be 
able to express himself clearly and concisely in language easily under- 
stood by all concerned. 


The auditor must have enthusiasm for his work if he expects to do 
an outstanding job. We can well mark the words of James Russell 
Lowell who said, “Nothing great is ever accomplished without enthusi- 
asm; any job done without it bears the stamp of mediocrity.” 

By all means the auditor must be inquisitive. In moving through 
the various departments, he must stop, look, question and listen. He 
needs sharp eyes and well-trained ears and, most important, he should 
ask himself, and others, a great many questions. Well-placed questions 
constitute one of the most useful tools in the auditor’s kit. With this 
approach, he will frequently obtain valuable ideas for betterments, as 
well as information concerning unsatisfactory personnel performance 
and operating difficulties that should be passed along to management for 
evaluation and possible action. 


Now, here is a point I really want to stress. No matter what kind of 
internal auditing program we have, no matter how strong the auditor’s 
educational background may be, he must saturate himself with know- 
ledge concerning the administration and operation of his particular 
business. He must make his surveys, analyses, appraisals, and recom- 
mendations with the same common sense understanding, thoroughness 
and far-sightedness that he would use if he actually owned the business. 
This, gentlemen, is the hard core of my formula—the prime ingredient 
in the recipe. Unless we can develop this attitude, we certainly will 
not be able to make our greatest contribution to the profits of the 
business. 
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Last, but not least, the auditor needs the kind of personality that 
will induce others to be cooperative and receptive to his suggestions. 
Technical competence is not enough. 


HUMAN RELATIONS 





This last point—the matter of dealing with other people—is so 


important that it requires further development. 


A great deal has been said and written on the subject of human re- 
lations during the last twenty-five years. Substantial research time and 
money has been spent by some of our large corporations and universi- 
ties to find out what makes people contented, enthusiastic and coopera- 
tive in the performance of their jobs. It is recognized that the greatest 
productivity and maximum profit cannot be obtained unless people do 
have the right attitudes. 


We are told that the actions and thoughts of people are determined 
more by emotional reaction than by rational thinking; that we need 
to understand and make allowance for the motives, drives and desires 
that cause people to act and think the way they do; that most people 
want to be recognized, respected and considered important by their 
fellow men; that they want to know what is going on; that they like 
to be asked for their opinions; that if they express opinions, they like 
to have them considered; that it is a good idea to commend people when 
they do things well; that if things are not done well, we must be careful 
in our approach to sell them on the right way rather than criticize them 
for doing it the wrong way; that we cannot accomplish much by forcing 
people to do things, but must tactfully persuade them that our ideas 
will produce the greatest benefit. 


Auditors, as a group, have the reputation of being reticent intro- 
verts with little human understanding. While this idea is greatly exag- 
gerated, I am convinced that all of us should give more attention to the 
basic principles of getting along with other people. If we will saturate 
ourselves with the theories of good human relations, more of it will 
rub off in all of our personal contacts, so that we will stand a better 
chance of getting the support and cooperation of company employees at 
all levels; we definitely need this cooperation in order to do a profitable 
auditing job. 


The auditor is constantly collecting facts. He needs complete in- 
formation and, frequently, he cannot obtain it without enlisting the 
aid of people on the job. If the auditor is courteous and friendly, he 
is more likely to gain the confidence and respect of the employees, so 
that they will gladly furnish pertinent information when they are asked 
to do so. 
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The work of the auditor involves an appraisal of systems and per- 
formance; his conclusions affect people. Naturally, employees dislike 
having others find errors in their work; also, many of them are resent- 
ful to changes in system. For these situations the auditor’s tool kit 
should be stocked with diplomacy and tact. I think we are pretty much 
agreed that it is wise to discuss our audit findings with the head of the 
department being audited before the audit report is released to top 
management. 


If system revision is considered desirable, the auditor will be wise 
to discuss the problem and alternatives with the operating personnel. 
They will not only appreciate being informed of contemplated changes 
but, most important, they may volunteer valuable suggestions for solv- 
ing the problem. Management realizes that many worth-while ideas 
for better operating methods come from employees; hence the sugges- 
tion box reward program used by many companies. If we are able to 
develop a friendly and cooperative climate, many people are likely to 
voice their opinions who would be too timid to put their ideas into 
writing. 


Obviously, it is vitally important for the auditor to have the respect 
and confidence of the line executives who have a voice in determining 
the scope of his responsibilities, who review and act on his report of 
deficiencies, and who approve and implement his recommendations for 
changes. Without the support of this group, much of the auditor's 
efforts will be wasted. Furthermore, he may lose the respect of those 
employees who would be affected by his recommendations. These re- 
lationships must be cemented by tact and diplomacy. 


Material benefits will accrue to the auditor if he is sensitive to the 
reactions of company people at all levels. In the long run, I am con- 
vinced that the auditor will accomplish much more if he is willing to 
give way, or compromise occasionally, with respect to his ideas for 
system improvement. Often-times there may be several alternatives 
for doing something. If the auditor decides on what is the right or best 
way, then insists on that way being followed in spite of hell or high 
water, it will not be long before people will not be interested in his 
ideas no matter how good they may be. Here, the comment of one 
expert on human behavior deserves our consideration.. He said, “Minds 
are like flowers; they open up to softly fallen dew but close up to a 


violent downpour of rain.” 


The auditor can do much by his words, actions, and general atti- 
tude to develop in the minds of company people the thought that he 


is genuinely trying to help in accomplishing a common objective—more 
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efficient operations; that he is on the same team as they are to produce 
benefits for all concerned. 


CONCLUSION 


And now to conclude. I have stressed the importance of profits to 
management. I have shown that economical and effective administra- 
tive controls are necessary to attain maximum profits. I have pointed 
out that management needs internal auditing to be sure that established 
controls are working and to appraise them for adequacy and reasonable 
cost. Finally, I have suggested what we need by way of training. exper- 
ience and personal equipment to discharge our responsibilities wisely 
and well. That, gentlemen, is one internal auditor’s formula for profit. 


ELECTRONIC ACCOUNTING 
EVOLUTION NOT REVOLUTION” 


By MERRILL S. RUHE 


Methods Manager, General Foods Corporation 


HE development of accounting systems, as we know them, is a prod- 

uct of the last century. In 1850, there were 4,300 people out of 
every million population, employed in data processing. By 1900, this 
figure had reached 20,000, and then, in the next 50 years, it pyramided 
to an amazing 102,000. In terms of working population, this means 
that 1 out of every 4 people employed is engaged in some form of 
clerical activity. 

The cost of this tremendously increased clerical force, without a 
doubt, has been the strongest factor influencing the mechanization of 
accounting, but it also should be borne in mind that the ever increasing 
recording burden, occasioned by Governmental requirement, plus the 
demands of management for better reporting and analysis, has made 
necessary the development of fast and accurate data processing. 


MECHANIZED ACCOUNTING 


There are many types of machine accounting, but the most effec- 
tive system for the recording and analysis of mass data developed for 
commercial use to date is punched card accounting. It is interesting to 
note that the development of this type of equipment was born out of 
the Governmental need for a rapid method of processing census data. 
The next great impetus to punch-card accounting was occasioned by 
the demands upon both business and Governmental agencies resulting 
from the Second World War. Out of this same national crisis was born, 
not only the high speed punched card equipment in general use today, 
but also the first practical digital electronic computer. 

Mention of the use of punched card equipment in census work 
makes apropos a story told to James A. Michener by a famous news- 
paperman concerning the use of IBM machines in Siam. 

The United Nations had asked every country in the world to con 
duct a census in some year ending with zero. The Siamese calendar 
ended in 0 in 1947, so they had a census. To do the job right, they 
*Delivered at meeting of New York Chapter 
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obtained a complete unit of up-to-date punched card machines, the 
kind that handle the complete U. S. figures in about 5 weeks. Half a 
year went by, a whole year, a year and a half, and still no census report. 
They sent a special investigator down to the machine room to find out 
what was wrong. There, at the end of the line, they had one Chinese 
girl with an Abacus. She was checking the machine figures and was 
14 months behind schedule. 


We have established that all types of machine accounting have 
grown out of man’s progressive need for faster and faster processing of 
clerical work, and we have endeavored to make the point that the 
punched card system has been the most effective of all used to date. 


Now let us look at the evolutionary cycle in the development of 
accounting machines. Perhaps the best way to do this is to trace the 
genealogy of this equipment. - 


HISTORICAL DEVELOPMENT OF ACCOUNTING MACHINES 


All types of machine accounting have grown out of the Roman 
Abacus and the 17th century Pascal calculator. In fact the basic princi- 
ples of these two calculators still exist, and few changes in their prin- 
ciple have been made to this day. 


The first known use of a card was that developed by Joseph Jac- 
quard, who in 1780 invented the loom control card which bears his 
name. While this card was not developed for clerical or accounting 
operations, its principles were used by Charles Babbage in 1840 when 
he invented the analytical machine which used the principle of pre- 
punched cards to replace finger operations. In 1880 Dr. Herman Hol- 
lerith joined the United States Census Bureau, and in 1896 he invented 
the Hollerith machine which was used for the 1890 census, the equip- 
ment consisting of a pantograph punch and an electric counting tabula- 
tor with sorting box. In 1910 the census was calculated on machines 
developed by Mr. James Powers, who in 1913 developed the first print- 
ing tabulator. 


During the next 30 years there were developments which greatly 
improved the flexibility of punched card accounting machines. For in- 
stance, in 1917 the mechanical verifier and electric key punch were de- 
veloped. In 1919 the first timed sorter and the first alphabetical print- 
ing tabulator were put on the market. In 1921 automatic control for 
tabulators was introduced. In 1929 general purpose accounting ma- 
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chines and key punches with automatic feed and eject were developed, 
and in the late 30's there were such developments as the mark-sensing 
device with electronic tubes and greatly improved tabulators. 


As we have stated before, the Second World War gave tremendous 
impetus to the use of this type of equipment, and after the return to 
civilian production nine years ago, the announcements of improved and 
more flexible equipment followed, one after the other. 


In 1946 the IBM Corporation announced their 603 electronic multi- 
plier, which was followed in 1948 by the announcement of their im- 
proved electronic multiplier known as the 604. Other comparable ma- 
chines were announced by Remington Rand. In 1949 the card pro- 
grammed electronic calculator was introduced, and this machine was the 
first to use programming technique commercially. Simultaneously with 
the announcement by the major accounting machine companies of elec- 
tronic card activated calculators, these same companies, plus other com- 
panies in the electronic field, were announcing that they were develop- 
ing for commercial use large scale digital computers, the input for which 
being magnetic tape. 

It should be noted in tracing the family tree of the punched card 
accounting machines that each new machine can be correlated to its 
predecessors, and it is important to note that it is generally recognized 
that the punched card is the best method yet devised for the creation of 
the magnetic tape. In tracing the ancestry of the accounting machines, 
we hope we have established the point that there is the same relationship 
between the first machine developed and the latest type of computer, 
as there is between the Model “T” and today’s bright shiny Fords. 


PRESENT AND FUTURE PLANNING OF ELECTRONIC MACHINE 
ACCOUNTING SYSTEMS 


We have now traced the birth place of automation in accounting 
and the evolutionary cycle in the development of accounting machines. 
Now to illustrate the point of an evolutionary cycle in systems, I would 
like to talk about what we are doing in General Foods Corporation. 

A year ago, the position of Director of Electronic Applications was 
established within the structure of our Corporate Controllers Depart- 
ment. In taking this action, the intent was to explore thoroughly the 
field of electronic equipment and electronic applications and to deter- 
mine whether or not there was a need for.this type of business machine 
in our Corporation. 

This study has been directed, on one hand, towards the possibility 
of mechanizing functions now manually performed, and on the other 
hand, towards developing for management, analyses which cannot be 








20 The Internal Auditor 


economically obtained through use of conventional equipment. Con- 
currently within the confines of the Sales Division of the Corporation, 
a Task Force is engaged in modernizing all of the accounting service 
functions of that division. As a result of this modernization, the paper 
handling functions previously performed in 28 offices will be concen- 
trated in three data processing centers located in Oakland, California; 
Chicago, Illinois; and New York City. Three centers will be connected 
by a transceiver network permitting the rapid transmission of punched 
card data across the country. 

To give you some idea of how such a communication system works, 
perhaps you would be interested to know that in the preparation of our 
Weekly Sales Bookings Report, we will be able to include detailed sales 
information received on Thursday in Oakland and Chicago, and still be 
able to publish from our New York office on Friday a completely con- 
solidated sales report. 

It is our belief that the establishment of these data processing cen- 
ters is a sound base for, and is completely compatible with, any compu- 
ter program that we may decide upon in the future. The installation of 
a sound punched card program is not an absolute requisite for a sound 
computer program, but it is generally recognized that the consolidation 
of all types of accounting documents into the common language of the 
punched card greatly facilitates the installation of the electronic 
program. 


In planning our data processing program, we have mechanized: 


Order Writing General Accounting 

Billing Accounts Payable 

Inventory Availability Payroll 

Inventory Accountability Sales Analysis 

Inventory Procurement Distribution and Freight Analysis 


Accounts Receivable 

I am sure that you will recognize that we have mechanized all of 
the operational functions of an accounting system in a corporation such 
as General Foods, and in so doing, we have placed in our punched 
cards all of our detailed data. As we develop our large computer pro- 
gram, some of these operations just mentioned will be performed on 
that type of equipment. Other operations will continue to be basically 
performed on punched card equipment. 

Also, we have planned for future installation a sales activity re- 
porting system which will be based on a mark-sensing principle. This 
application will not only furnish us with consolidated reports of the 
activity of our very large sales force, but will make available to us 
the basic raw data necessary for long-range sales planning. 
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We will be able, through our data processing centers with the aid of 
conventional accounting machines and small scale electronic computers, 
to partially process a tremendous mass of raw data. When we install 
a large scale computer, we, therefore, will be ready, using our trans- 
ceiver line to feed rapidly to that computer semi-processed data, and 
then through the same communication system, we will be able to trans- 
mit to our many plants and offices the analyses, reports and operational 
data which have been prepared by the computer. 


It can truly be said that we in General Foods are now going through 
an evolutionary not a revolutionary process. 


RELATIONSHIP BETWEEN MECHANIZED ACCOUNTING AND 
THE AUDITOR 


I found in a speech that I recently read three statements regarding 
the primary interests of the auditor, and I do not believe that I can im- 
prove on them. The speaker said, and I quote: 


“In examining and analyzing financial transactions, the 
auditor has been interested primarily in three things, and he 
will continue to be: 

1. Safeguards against fraud 

2. Safeguards against unintentional errors 

3. Means of testing the effectiveness of pro- 
cedures to preclude fraud and error, and 
of checking certain types of transactions 
the size or nature of which requires more 
than reliance on normal routines to in- 
sure their integrity.” 


The auditor obviously desires an easily accessible record of trans- 
action, and he does not wish to have to wade through an unorganized 
mass of raw data in order to trace back the activity in an account. I am 
not going to promise you for delivery tomorrow the push-button office, 
nor am I going to suggest to you that machine accounting techniques are 
not an improvement over the days of green eye shade bookkeeping. 


Certainly the needs of the auditor should be taken into considera- 
tion in the planning of the system. It is a common belief that because 
of the great speed of a mechanized system, information of any type can 
be asked for and obtained on a moment’s notice. The fact that informa- 
tion is there is true, but the average systerh is designed to obtain opti- 
mum results on a scheduled basis. Therefore, it is seldom that data is 
processed without a continuing request for information in the specified 
form. Requests for special information not planned for result in heavy 
overtime and the disruption of the machine accounting organization. 
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The auditor, then, as part of his contribution to the planning 
should see that: 


1. The basic information that he will need is provided for in 
planned operation. 


to 


. That the raw data is readily accessible for spot checking 
of the basic reports. 


3. That requests for special information are supplied early in 
the audit, so that a last minute rush will not be necessary. 


There is another area in which the auditor can be of great service 
to the organization planning an electronic machine program and that is 
in control. One of the secrets of a smoothly running machine account- 
ing unit is in having a well-planned control system. In designing this 
system, the establishment of too many controls hampers the operations. 
Too little control can result in tragic circumstances. In procedurizing 
the system that is now being installed in the General Foods Sales Di- 
vision, we have consulted continually with the individual who has re- 
sponsibility for the division audit program, and we feel that this type 
of consultative method is paying and will continue to pay big divi- 
dends to us, 


This same type of concept is in operation at our Corporate level. 
The Corporation auditors staff attends the various lectures which are 
being given on the electronic program, and at the present time are de- 
veloping a sound program for the audit of machine accounting 
operations. 


To summarize, I should like to feel that the following points have 
been established: 


i. That all mechanization of accounting systems has been 
born out of the common need for accurate and fast proc- 
essing of mass data. 


to 


That all types of accounting machines have sprung from 
a common ancestor, and that the development has been an 
evolutionary process. 


3. That the development of machine accounting systems, in- 
cluding those for large scale computers, follows the same 
evolutionary cycle as has the development of machines in 
the past. 


If we can accept and believe these principles, then we have no 
need to fear that our operational know-how is no longer useful, no need 
to fear that we are facing a technique that we cannot take in stride, 
no need to fear the day of the push-button office. 


THE PLACE OF INTERNAL AUDITING 
IN COLLEGE CURRICULUMS* 


By WM. TRAVERS JEROME, Ill 


Associate Professor, Syracuse University 


SEPARATE business course in internal auditing is probably better 

than none at all, Yet to consider internal auditing as a separate 

subject tends to obstruct the development of the objective, interdepart- 

mental viewpoint so necessary for most successful internal auditing 
programs. 

Such an interdepartmental viewpoint is especially desirable if in- 
ternal auditing is to achieve the constructive, as contrasted with the 
compliance, objectives described in the Institute’s own Statement of Re- 
sponsibilities. This sort of viewpoint should be a basic attribute also of 
any skilled administrator. or general manager. Unfortunately, such 
a point of view is usually “taught” by exhortation rather than by the 
example which a well integrated curriculum might provide. 


OVER-DEPARTMENTALIZATION OF MOST CURRICULUMS 


Most school and college curriculums today are already overdepart- 
mentalized. Take, for example, the usual business curriculums, There 
are courses galore. You have them in marketing and production, in 
accounting and finance, in office management and business law, in per- 
sonnel and statistics. Each of these subject areas is segregated in a de- 
partment. The student is first expected to sample judiciously a basic 
course in each of these areas. Then he is usually expected to select a 
prescribed minimum of his courses in the area of his choice. And so the 
student specializes, not just in sales or production or accounting, but 
perhaps in some phase of one of these areas, such as industrial or public 
accounting. 


Some businessmen and educators, of course, acclaim this fragmenta- 
tion of the curriculum. Such curriculums give the superficial appear- 
ance of practical teaching—practical, that is, in the sense of preparing 
students for a career, It is practical also. 1 suppose, because it holds 
the mirror up to business—reflecting in the curriculum the same de- 
partmentalization and overspecialization that commonly exist in the 
business world. If the smart student cannot walk right from this sort 
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of classroom into a sales or production or accounting office, it is only 
because he has to be initiated into “the company’s way of doing 


things.” 
INTERDEPARTMENTAL NATURE OF INTERNAL AUDITING 


To me this fragmentation of the curriculum is neither good educa- 
tion nor good business. It accentuates the difficuity of integrating the 
activities of any organization by encouraging in the student a somewhat 
narrow, departmentalized approach to business problems. 


This is the sort of attitude you often see reflected in the production 
manager, for instance, who may refuse to be inconvenienced by taking 
a rush order which sales claims it must have, or in finance wanting 
inventories reduced whereas procurement argues for advantageous car- 
lot purchases, or in engineering insisting on certain specifications that 
sales maintains will overprice the product. 


The best interests of many companies, in other words, have a way 
of becoming identified with the momentary advantages of particular de- 


partments. An over-all company point of view too often is expected of 
the president alone. 


Therefore, to add a course in internal auditing to the existing con- 
glomerate of subjects makes little sense to me. If the essence of internal 
auditing, as suggested earlier, is to encourage an objective, interdepart- 
mental viewpoint, may not such a separate course be self-defeating? In 
other words, is not the real trick of internal auditing to look at the 
system of controls from the standpoint of top management rather than 
from the standpoint of any one department—be that department inter- 
nal auditing, accounting, or some other? 


THE ACCOUNTING VIEWPOINT 


Let us look at this problem of teaching internal auditing another 
way. Ordinarily a course in internal auditing would be taught by mem- 
bers of the accounting department, that is, by CPA’s. But would this 
arrangement satisfy those of you interested in promoting internal audit- 
ing? Are there, in other words, material differences between either the 
techniques or approach of public accounting and internal auditing? Is 
a competent CPA necessarily an effective internal auditor? 


These questions have more bearing upon the problem of teaching 
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internal auditing than may at first seem. It is not my intent, however, 
to compare public accounting with internal auditing. I have raised 
these questions primarily to suggest that the accountant’s point of view 
is not necessarily that of the internal auditor’s—may, in fact, be quite 
inimical to internal auditing. 

Have you, for example, ever tried to analyze the accounting point 
of view? It is truly an intriguing phenomenon! In part it is a product 
of accounting’s historic function, with its primary emphasis upon the 
reporting of status or position. This point of view is characterized by 
precision and orderliness—traits which lead the accountant meticu- 
lously to account for the very last penny. The costs of obtaining such 
exactness in terms of timeliness of reports or simplicity of clerical opera- 
tions are frequently discounted. These costs are discounted because 
they evade accounting measurements. 


The accounting mind also equates all things with the dollar sign in 
order that a common measuring stick may be imposed upon a variety 
of activities. The psychological effects on non-accountants of such 
forced measurements, the use of an historical dollar as a basis for de- 
preciation policies, or the .pack of fictions used for monetizing various 
classes of assets—all these are things many accountants view as un- 
fortunate irritants that should not concern the pure in heart! 

There is something about this working with figure-data which 
prompts an illusory overpreciseness. In the classroom especially a dis- 
position to too great figure-mindedness and literal-mindedness is often 
particularly pronounced. Yet it is just this sort of bias which can 
seriously impair the usefulness of modern internal auditing. 

But even though the accounting mind or accounting point of view 
is particularly apparent in the classroom, the accountant’s way of look- 
ing at business problems is not just an aberration of teachers. For ex- 
ample, the Army Audit Agency, in developing its internal audit pro- 
gram, has faced a most difficult staffing problem. Despite a scarcity 
of auditors, initial attrition in the AAA was high. Many of the auditors, 
transferred from the General Accounting Office or from contract audit- 
ing, found difficulty in adjusting to the newer internal auditing require- 
ments. Accordingly, the AAA has been obliged to recruit college grad- 
uates. Last summer a special training program was devised for these 
recruits, including a twelve unit course of lecture and study. 


THE INTERNAL AUDIT VIEWPOINT F 
Other illustrations of the accounting mind might be given, but the 
preceding will suffice. After all one might also catalogue the foibles of 


the legal mind or the military mind or the engineering mind or, alas, 
the professorial mind! 
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Notice I have left out reference to the internal audit mind. This 
is not through oversight or deference to internal auditors! To be truth- 
ful I am not quite sure what kind of mind is required! 


In the same way that historical perspective provides insights into 
the accounting mind, so, too, the past throws some light on the modern 
internal audit viewpoint. Thus internal auditing in its current version 
has tended to flourish wherever the controllership function was strong. 
It also received encouragement—and this point should not be forgotten 
in view of my comments about the accounting mind—from a number 
of the more forward looking public accounting firms who felt the need 
for vitalizing business accounting activity. 

Internal audit provided management with an obvious means for 
policing its accounting and financial system. In addition it gave home 
office management a uniform way of checking on branch management's 
compliance with established company policies and procedures. These, 
in other words, constitute the areas of the traditional “compliance” 
objective. 

Internal audit also offered a method for squeezing out of the ac- 
counting and financial records the last ounce of information concerning 
the profitable conduct of operations. This is the newer, less clearly de- 
fined, “constructive” objective. It is the attainment of this constructive 
objective which requires considerably greater versatility and under- 
standing on the part of the internal auditor than does the more com- 
monplace compliance objective. 

Put in still another way, the accounting activity is principally re- 
portoria!l, whereas the internal audit function, if properly implemented, 
must emphasize appraisal. Thus in the process of his investigation, the 
internal auditor may go beyond the strictly compliance phase to an ex- 
amination of company traffic procedures, audits of incentive plans, an 
appraisal of pricing procedures, construction audits, audits of production 
planning, and the like. 


These, in other words, are audits of internal management matters 
that bear rather more upon operational efficiency than on financial 
statements. Consequently, such an appraisal activity, if it is to prove 
useful to management, requires considerable business savvy. It also re- 
quires a way of looking at problems that is not typically found in most 
accounting courses. 


GENERAL APPLICABILITY OF AUDITING ATTITUDES 


In the final analysis, the role that colleges play in the training and 
development of future internal auditors pretty clearly depends upon 
the answers gotten to two questions: (1) What does management actu- 
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ally expect the internal auditor to accomplish—that is, what are the 
job specifications for internal auditing?, and (2) What are the par- 
ticular skills required of the internal auditor if he would meet these 
job specifications. ? 


Try, for example, to detail the job specifications or spell out the 
skills required of an internal auditor. Will these specifications or skills 
differ materially from those expected of a good public accountant or 
company controller? 


Emphasis in all three instances will be (1) on accounting and fi- 
nancial competence, which today includes sensitivity to the problems 
of internal control, (2) on getting along with people, (3) on individual 
intelligence, imagination, and enterprise, and (4) on understanding 
general business and economic problems. 


Are these the sort of things that need be taught in separate courses 
in, say, controllership or public accounting or internal auditing? Are 
we not dealing here with certain pretty basic skills and attitudes that 
should be common to any effective college or business school cur- 
riculum? 

Again let me reiterate that such separate courses are being given, 
but often, in my opinion, unwisely and unwell. Take public account- 
ing, for example. Some state CPA requirements are so rigid that the 
undergraduate student who seeks to prepare for the exam must spend 
a preponderant amount of time learning the details of accounting ra- 
ther than the realities of business management. The accounting bias 
is given such impetus at this point that it is the exceptional CPA who 
can subsequently regard business as a living entity serviced by account- 
ting rather than existing for accounting. 


LOSS OF ACCOUNTING’S NEUTRALITY 


To summarize my arguments thus far, I believe that educators 
have erred in emphasizing courses in accounting at the expense of more 
general courses in both business administration and even the liberal 
arts. To a certain extent this emphasis has resulted from a desire to 
humor students, parents, and businessmen who want “practical” 
courses. At the same time, it seems to me that potentially capable in- 
dustrial accountants, who are swept along in the same stream as the 
aspirants for public accounting, can be irreparably harmed by too much 
accounting too soon. . 


The fact that accounting and financial controls cut across all de- 
partmental lines should insure the neutrality of such controls. For in 
this neutrality lies the accounting function’s great potential for im- 
partial service to all levels of management. 
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Too frequently, however, the accountants themselves unwittingly 
destroy this neutrality, sometimes by resorting to their own technical 
language, sometimes by being too precise and dogmatic. Neutrality 
gives way to an unintended accounting bias. 


This accounting bias is particularly prevalent in the classroom. 
Such a bias can only prove a serious hindrance to successful internal 
auditing. For these reasons, I think you can see why I tend to be 
skeptical about the value of adding courses in internal auditing to 
present college curriculums. 


IMPORTANCE OF THE APPRAISAL CONCEPT 


Although opposed to separate courses in internal auditing, I do 
believe that the internal audit point of view deserves a prominent place 
in all curriculums. This point of view, as suggested earlier, is based 
upon appraisal—appraisal usually of a company’s system of internal 
controls. Put in simple terms—appraisal is the ability to evaluate, to 


ask WHY. 


This appraisal function, as it applies to internal audit, usually in- 
volves an analysis of figure-data and related documents. It also involves 
a clear understanding of the purposes and objectives management hopes 
to accomplish through its established policies and procedures. The ap- 
praisal function, in other words, is the logical expansion of the com- 
pliance or policing function traditionally reserved for the auditor. 


Internal audit in terms of this appraisal function is what should 
be emphasized in college curriculums. In the fourteen month Army 
Comptrollership Program at Syracuse University, for example, critical 
appraisal of this sort is basic to all class discussions concerning the fi- 
nancial management area. This questioning approach in the presum- 
ably exact figure courses initially is quite frustrating to any student, 
and this is no less true for the twenty-eight officers enrolled in the 
Syracuse program. Although only a few sessions are spent with the 
officers studying specific audit reports and audit problems, I believe 
they acquire a good understanding of the internal audit function and 
how it can aid over-a!] financial management in the Army. 

This need for developing a point of view (a workable philosophy, if 
you will) for attacking problems in the areas of controllership, public 
accounting, and internal auditing deserves considerably more em- 
phasis than it has received. At Harvard Business School, for instance, 
Professor Russell H. Hassler, a warm supporter of internal auditing, 
developed a broad-gauged, two-semester course based upon case studies 
of any number of situations that might concern a controller, public 
accountant, internal auditor, or all three. Almost invariably the student 
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feels frustrated and harassed at the start of this course because the case 
studies lead to a variety of “solutions.” Eventually, however, the student 
develops considerable sensitivity regarding the uses of figure-data and 
controls in business situations, 

THE INSTITUTE’S ROLE 

The temptation invariably exists to equate education for a pro 
fession, like internal auditing, with the existence of a course or 
series of courses in that particular subject area. But education is more 
than courses. For example, in the area of research studies the Institute 
of Internal Auditors has been active. The Research Committee, as you 
may know, has prepared a booklet indicating areas of needed investiga 
tion. This booklet has been mailed to college accounting department 
heads as well as to other interested persons. The committee’s objective 
is to encourage advanced students to write their dissertations in areas 
of value both to educators and to internal auditors. 

Several publications sponsored by the Institute in the past cer- 
tainly have furthered educational objectives. The INTERNAL AUDI- 
TOR, for instance, is an especially good educational medium, not only 
for those in the internal auditing profession but also for accounting 
students and other interested persons 


SUMMARY REMARKS 


In summarizing this paper I should like to add one additional 
point which may help to clarify some of the things I have been saying. 
The internal auditing department itself provides particularly fine op- 
portunities for training potential financial and accounting executives. 
Some of the country’s largest companies, like General Electric, Shell 
Oil, and United States Steel, regard this training aspect of primary im- 
portance. In other words, the internal audit department becomes a 
stepping stone to other responsibilities. Consequently, in these com- 
panies there are few “career” auditors. 

Why is there this scarcity of career auditors in some companies? 
To me the answer to this question provides an important clue to un- 
derstanding the relationship of education and internal auditing. | 
would surmise that a partial answer to this question lies in the fact 
that an effective appraisal function requires the independent, the in 
terdepartmental, the inquisitive point of view that only new blood can 
bring. The attitude of the auditor, in other words, may often be more 
important than his mastery of auditing techniques. 

In any event, it is this inquisitive attitude, this emphasis upon a 
continuous, intelligent appraisal activity that I believe should be en 
couraged in our college curriculums. This point of view transcends 
any course. This point of view is internal auditing at its best 








INTERNAL AUDITING ASSISTANCE 
TO FACTORY MANAGEMENT’ 


By G. A. FITZPATRICK 


Assistant General Manager, Lockheed Aircraft Corporation 


‘OR a long time, now, I have been an advocate of the principle of 
operational auditing and the way it is handled at Lockheed. 


What I would like to do this evening is to tell you what opera- 
tional auditing means to me, and why it means what it does; and then, 
at some risk, I’d like to pass on to you some suggested “do’s” and 
don’ts” which, from my angle, would help to make any program in 
this field a better one. 


I say that it’s at some risk—because any layman who goes out to 
tell a group of professional auditors how to do their job better is really 
sticking his neck out. On the other hand, I realize that operational 
auditing is a relatively new field, and as such the pattern of practice 
is still very much in the development stage. 

For our purpose here, I doubt if it is really necessary to define 
operational auditing. You have probably talked about it a lot. I see 
it as the independent determination of how an organization is con- 
ducting itself in carrying out the purposes which seem to be intended 
for it by Management, and finding out in what ways it is deficient. 


Audits, when they are done right, help me in a number of ways. 
First, they provide me and my administrative personnel with a re- 
orientation review of what each of the various organizations is doing. 
At this point I’m not particularly interested in how the performance 
is regarded—I just want the facts as to what is done and how it is done, 
and I like it presented in a comprehensive form. 





It’s very easy for us to get buffeted about with the day-to-day 
problems and to lose our perspective on matters of routine administra- 
tive responsibility. I have often had the reaction on reviewing a report 
with an auditor: “Do you mean to say that we are really doing that?” — 
And sometimes I even say it out loud! So the audit reports present 
the healthy opportunity for the Department Manager and all his 
superiors up the chain of command to renew their grasp on the things 


*Delivered at meeting of Los Angeles chapter. 
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they are meant to do, the things they actually do, and the way they 
do those things. 


The second thing operational audits do for me is to help put in- 
tegrity into the control reports we use to direct our operations. The 
companies which you and I are associated with are far beyond the 
stage where someone in charge of a major function can administer 
through personal observation and contact. Most of us are almost fully 


dependent upon control reports, and consequently upon the soundness 
of the information they convey. 


And in this connection I’m not referring just to statistical accuracy, 
but also to the clarity of terms and categories and to the soundness of 
report indexes. This latter point deserves a lot of attention, I remem- 
ber the case—it was a company other than Lockheed—where a control 
report had been established over the operating efficiency of half a dozen 
manufacturing divisions. A factor had been developed to apply to 
productive standard hours earned in order to provide an allowed cost- 
of-operations figure for each division. Against this were charged direct 
labor, indirect labor, spoilage, waste, shop supplies, and various other 
things. The ratio of over-all gain or loss for each division (in other 
words the actual dollars against allowed dollars) was the measure of 
performance. Well, the control was quite effective. Performance 
stepped up in all divisions—one division particularly had a consistent 
and outstanding gain. As a matter of fact, bonuses were paid on the 
results, and this one Superintendent really got fat. At the end of about 
a year, an auditor uncovered the fact that while the use of time stan- 
dards was normal practice, that one Superintendent’s division did not 
use standards because of a substantial amount of modification work. 
An accounting clerk, not having standard hours to which to apply 
the allowed dollar factor, had applied it to the actual hours! It was 
just one of those things that happen. That Superintendent had a good 
thing! The more inefficient his direct labor was, the higher was his 
performance rating, and the bigger his bonus. 


Looked at in retrospect, it seems hard to believe that a thing like 
this could happen. Of course, because of the bonus payment, a financial 
audit caught up with this. But let’s assume it was just an administra- 
tive control. Without operational auditing it could well be overlooked— 
and Management would continue to assume that the control index had 
been properly established. - 

So much reliance must be placed on reports that help us control 
cost, schedule, and quality performance that it is just common sense 
and bargain-price insurance to audit the validity of the reports. In the 
course of doing this, the auditor can also determine the areas of our 








32 The Internal Auditor 


operations which are not now covered by control reports, but should 
be. The bigger the organization, the more important this audit func- 
tion is, because of the greater reliance that must be placed upon re- 
ports as the medium of control. 


The third way in which the audits help me, and the primary pur- 
pose which they are designed to serve, is the disclosure of deficiencies 
in policy and practice. This covers functional practices, paperwork 
accuracy, administrative techniques—in fact, the whole gamut of 
things which are done or have to be done to accomplish the prescribed 
objectives. 


Assuming that they are competently made, the audits tell me much 
more reliably than I can find out from the organizations themselves 
how their job stacks up against the objectives that were set for them. 
While they don’t appraise and rate the performance as to its degree 
of quality—I think that’s too much to ask of any operational audit- 
they do bring out those things in which performance seems to fail to 
accomplish the assigned objectives. I would guess that our typical audit 
of a departmental operation—which in our case usually has two levels 
of salaried supervision—shows up some five or six significant deficien- 
cies requiring corrective action. 


I have talked about these three important aids to me—the reorien- 
tation digests, the validation of control reports, and the detection of 
operating deficiencies—as an internal audit function. Of course, it 
doesn’t have to be done that way. 


It could be done by a staff organization reporting to line organiza 
tion at any level.. But I think there are good reasons for having this 
job done by the Auditing organization that reports independently of 
all line operations. In the first place, all levels of Management should 
be concerned with the operational audits. Though my staff would do 
a job that I would rely upon in investigating the line organizations in 
my Branch, it doesn’t follow that my boss would have the same con- 
fidence in their impartiality in reporting on the organization they be 
long to. There is another reason too. My staff organization has various 
responsibilities involving coordinating, influencing, and selling the line 
organizations. To do this job right they have to become the confidants 
of those organizations. And this doesn’t mix with the detecting and 
appraisal job of the auditor. 


MR. FITZPATRICK was born in Canada and attended school in the United 
States. He is a graduate of Parks College, St. Louis University. 


Mr. Fitzpatrick joined Lockheed Aircraft Corporation in 1934 as a sheet metal 
mechanic. Subsequent promotions led to his present position as Assistant General 
Manager. 
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In gearing up for operational auditing there is probably some 
question as to whether it is better to take an auditor and train him in 
the complexities of the various manufacturing functions or whether 
it is better to take an experienced manufacturing man and train him 
as an auditor. We've seen it tried both ways, and it leaves me with 
little doubt but that it’s better to start with the auditor. His training 
in thorough fact-finding and analysis, his habit of sticking to the 
facts and basing his conclusions upon sound premises more than offsets 
the value of direct experience in the field in which he will be working. 


I said at the outset that I would risk suggesting some do’s and 
don’ts on operational auditing for those of you who are starting out 
in this work. Perhaps they will also be of some help to those of you who 
are already engaged in it. 


First, I suggest that you devote a great deal of time and attention 
to the programming of your operational auditing to be sure that it 
encompasses the whole sphere of operation. There are, of course, two 
alternative approaches. You can take each organization—say, each de- 
partment at a time, and give it a complete audit. Or you can take each 
of the pipelines of activity, such as material procurement, tooling, and 
fabrication, and audit down each of the pipelines. Each of these ap 
proaches has its strong advantages. The organizational approach seems 
natural because we are dealing with deficiences of people that can only 
be corrected through administrative action by people within organiza 
tions. On the other hand, the functional approach provides an assur- 
ance of covering the devious angles and exceptional activities which 
are easy to overlook under the organizational approach. And it is not 
just a case of overlooking, in an audit, a function that is actually being 
performed. Some functions which have been performed regularly can 
just plain disappear. This is most likely to happen when there is a 
major organization change, with some broad scope function being trans- 
ferred to another organization. Along with this, one of the balls can 
easily be dropped. I have seen this happen twice recently in our own 
company. 


So I would like to suggest to you that in programming operational 
audits, you schedule them on an organizational basis, but that you 
also cross-check the completeness of your functional coverage by re- 
viewing each of the pipelines of activity. This will assure that all of 
the elements are properly included in one or another of your organiza- 
tional audits. This is particularly important because the very types 
of sub-functions that this combined approach will uncover are the 
very things that Management is apt to forget about in its normal 
administrative job. 
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Second, before you start the audit take the time to discuss, thor- 
oughly, its scope and content with each affected organization. Discuss 
it not just with the line organization being audited and its superiors. 
Talk it over with the staff organizations that may be responsible for 
development of policy and systems. Discuss it with other line organiza- 
tions whose work may affect, or be affected by, the organization being 
audited. In this way the auditors will be alerted to problem areas and 
to things on which changes in practice are being considered. Some- 
times previews like this disclose impending changes of sufficient magni- 
tude to warrant rescheduling the audit to a later date in order to check 
out the new practices. 


Third, spell out the standards—the applicable policies and pro- 
cedures—against which you are auditing the performance. Where poli- 
cies and procedures do not exist, start out with a statement of assumed 
policy, and why it is assumed, and then audit the actual practices 
against it. This will not only show up the missing policies and pro- 
cedures, but will also give Management an opportunity to agree or 
disagree with the auditor’s assumptions before studying his findings 
of deficiency. 


Fourth, test the soundness of a job on the basis of its end result 
rather than on the way it is being performed. Appraise the accomplish- 
ment, not the technique. Procedures and job instructions, for example, 
are normally an essential tool for a proper administrative job and their 
absence might be considered a deficiency. But some managers have 
the capacity to keep in such a close personal contact with their organiza 
tions and to guide the practices in such detail, that the procedures and 
job instructions are not required. Of course, if the end results of the 
function are found to be deficient then by all means look to the prob- 
able causes, and call them out as they seem to be. 


Fifth, don’t become an advocate, in the audit report, of some pro- 
gram that has been an issue between organizations—unless, of course, 
the audit findings conclusively support that program. I think this is 
one of the easiest traps for the operational auditor to fall into. He 
comes into a department that has been, perhaps for years, plugging 
for some change in policy, or some revision to inter-organizational 
procedure. Their case will appear airtight to the newcomer. But if an 
equal amount of time were spent around the corner in the other de- 
partment, there is a good chance that an equally convincing case 
would be presented. And, perhaps they are both right, because the 
various manufacturing functions are far from an exact science, and 
there are many alternative ways of doing things, not just one best 
way. So if the operational auditor is unknowingly trapped into taking 
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sides on these issues, he gets himself painted with the brush of gulli- 
bility that is not only hard to wash off, but hurts him no end in his 
later audit of the department around the corner. 


Sixth, and somewhat along this same line, be careful to distinguish 
between findings of deficiency, on the one hand, and seemingly better 
ways of doing the job, on the other. The operational auditor should 
not hesitate to make suggestions as to better methods, but he should 
remember that this is not his primary field of responsibility. If he has 
not studied out and developed the suggestion to a point of certainty, 
he should proffer it only as a lead. If he has studied out the suggested 
system to the point of being certain that it is the best way, he has 
probably been sacrificing attention that should better be devoted to 
his real resp snsibility—auditing! 


When tLe auditor properly advances suggestions as leads, it should 
not be expected that the line or systems organization should either adopt 
the suggestion or have to prove to the auditor or to Management why 
the suggestion should not be adopted. Suggestions are easy to come 
by—but they may be very time-consuming to evaluate. The line or- 
ganization must be allowed to investigate them thoroughly, or to defer 
their consideration, or to toss them rapidly aside, whichever step they 
seem to warrant based upon that organization’s own experience. 


Seventh, don’t assume that paperwork and records should be ac- 
curate. I guess this is a “don’t” that comes a little hard to auditors 
trained in the field of accounting and finance. But accuracy costs a 
lot of money, in checks and balances, and our job is to avoid putting 
out money to get a degree of accuracy that isn’t warranted by the end 
results. Certainly purchased parts that cost less than a dollar a piece 
don’t warrant the same accurate control as parts that cost thousands 
of dollars a piece About eighty percent of the different items we pur- 
chase at Lockheed cost under a dollar a piece! And where control re- 
ports are used to influence decisions in one direction or another, a 
minor difference in the index—a small error tolerance— will generally 
affect the direction of the decision very little. The last few ounces of 
accuracy can take pounds of expense to accomplish and yet not have 
any significant effect on the end results. So the operational auditor must 
not stop with finding errors—he must determine what seems to be a 
reasonable error tolerance, and then see whether that tolerance has 
been exceeded. 


Eight, the audit report should contain—either at the beginning 
or end, it makes little difference—a crisp summary of the findings of 
deficiency, and a separate digest of the suggestions that have been ad- 
vanced. These summaries will point up the audit reports for the readers 
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and will help out the cataloging of the findings for follow-up action. 
In our company it is required that each deficiency finding be answered 
by the line organization within thirty days of the date of the audit, 
showing the action which has been taken to overcome the deficiency. 
Sometimes the corrective action cannot be completed within that span 
of time, but even in those cases an interim report on the corrective 
action program is required. I would also suggest that wherever there 
is a repeat deficiency finding in the next cycle audit, this fact should 
be set out separately and boldly for the administrative attention of 
Management. It is apparent that the corrective action which had been 
programmed has not been effective, and a higher level of attention is 
required. 


And last, be sure to make a thorough review of the audit report 
with each affected supervisor and manager. Of course, in part, this 
is for the auditor’s own protection, because in the operational auditing 
field, conclusions which seem to the auditor to be unquestionable some 
times have a way of getting their underpinnings knocked out in dis 
cussions up the line of administration. 

You should avoid the practice of leaving the report drafts for re- 
view and written comment. If this is done the reports will generally 
not get the attention they deserve. Instead, a thorough review should 
be forced through a joint reading with the auditor and his supervisor, 
and oral discussion should be stimulated. And in order to make the 
most of these reviews, they should be separately held with each of the 
affected organization heads and with each of their superiors. 

In summary, operational auditing is coming of age in a rush, be- 
cause it will provide the operating heads, throughout the organizational 
structure, with the same advantages that it has given me—a periodic 
reorientation on what my organizations are doing, a verification of the 
soundness of the contro] reports we are using, and a reliable disclosure 
of the flaws in our operation that we just can’t pick up any other way. 

But the operational audits must be programmed thoroughly, and 
previewed properly. The standards against which the audit is made 
should be set forth clearly. The auditor should avoid becoming an 
advocate on controversial issues, he should offer suggestions freely but 
for only what they are worth, and he should recognize the need for 
tolerances in paperwork accuracy. And, last, he should make his audit 
summary terse and to the point, and he should arrange for thorough, 
personal reviews with each affected manager. 

I hope, among these various things, that I may have left a thought 
or two with you which will prove helpful when you move further into 
the important responsibility of operational auditing. 


FOR INTERNAL AUDITORS ONLY 


By C. BROEKSMA 


Curacaosche Petroleum Industrie Maatschappij 


INTRODUCTION: 


XPERTS claim that 9,500,000 years ago mankind descended from 
the trees starting a more social way of living as nomads in the sa- 
vannahs. 


Historians also pretend that it took 9,450,000 years before mankind 
invented its first tools and started to live in settlements. 


Most of these stories are based on suppositions because it was not 
before 3000 B.C. approximately that mankind started to write down 
its experiences. 


Although the space of time from which we can obtain evidence 
about the history of mankind covers only 5,000 years, historians report 
that since that time human creatures wondered: “where do we come 
from” and “what are we coming to” and nobody ought to be ashamed 
if it took him a lifetime to obtain an answer, if any, to these urgent 
questions. 


No less should we be amazed to find a lot of confusion about the 
history of a profession and especially of a relatively young profession 
like auditing. 

Let us presume that our profession has its roots in ancient China 
or Persia, when a Mandarin or a King ordered his ciphering-master to 
audit the expenditure of the armies or of the temple-builders; even 
then, we have not the faintest notion of the way in which the profession 
was performed. 


Certainly we can find some more evidence about auditing from 
the written history of the last five centuries and we know something 
about the development of the profession of the internal auditors during 
the last decades, but as everything around us is in motion, it is some- 
times difficult to answer the basic question: ““Where do we come from” 
and “what are we coming to.” ¥ 


Trying to give a plausible answer to these questions I will avoid 
all superfluous details which often create a lot of unnecessary confusion 
and I shall try to outline the development of the auditing profession 
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WHERE DO WE COME FROM? 
Phase |—Before 1500 A.D. 


In the times of the Greeks, the Phoenicians and the Romans the 
conquerors of the ancient world established an extensive (although 
rather unilateral) trade with the enslaved countries. 


The problems of this kind of business were rather simple and one 
can imagine that the big shots of those ancient business houses were 
able to make for themselves such annotations of their costs, stocks and 
sales that they were fully informed about the profitability of the 
business. 


Talking about the functions of constitution, management, registra- 
tion and verification we might state that the ancient merchants were 
not only the owners and managers of their business but—in case they 
mastered the art of numeration—also their own bookkeepers and 
auditors. 


Phase II—1500 - 1800 A.D. 


Although the picture of the trade during these centuries was al- 
most the same as before 1500 A.D. the number of business houses in 
Europe increased rapidly. 


Spain, Portugal, Italy, England, the Netherlands and many other 
countries extended their fleets, (re)discovered the New World, estab- 
lished footholds in newly captured territories and the trade was follow- 
ing the flag. 


Genoa, Lisbon, Venice, London, Amsterdam became important 
harbours and many traders and traffickers were attracted towards those 
new centres of prosperity. 


Although the transactions must have been extensive in those years, 
the accounting problems were still rather simple because the main 
activity consisted of buying and selling merchandise. 


Nevertheless we perceive from the records of this period that the 
owners of the enterprises were entrusting gradually more and more 
of the accounting function to employees and—requiring verification of 
the work of these employees—the first auditors came into existence. 


CORNELIS BROEKSMA was born and educated in the Netherlands. He is 
Head of the Auditing Department of the Curacaosche Petroleum Industrie, an affili- 
ate of Royal Dutch Shell. Prior to this affiliation, he was Auditor of the Central 
Agricultural Credit Bank and was engaged in the practice of public accounting. 


Mr. Broeksma is a member of the Netherlands Institute of Accountants, the 
National Association of Cost Accountants and Tue Institute or INTrerNaL Auprrors. 
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1494: VENICE PACIOLI 
1581: VENICE COLLEGIO DEI RAXONATI 


The demand for able bookkeepers gave rise to the edition by the 
Franciscan Monk Luca Pacioli of a written instruction about account- 
ing (x), while it is evident from old documents that in 1581 A.D. the 
first association of auditors, hitherto known, was established, viz: The 
Collegio dei Raxonati in Venice—Italy. 


We do not know much of the function and task of these auditors 
of former times but there is some evidence that—although the captains 
of trade had a firm hand in their own affairs—the function of auditing 
was delegated to independent experts because the owner had no time 
(and probably not the skill) to review all entries in the books. 

If Shakespeare is supposed to be historically right the profession 
of auditing existed already in the times of ancient Greece. 

In “Timon of Athens” a slave is defending himself against a com- 
plaint of his master (Timon) with the words: 


“If you suspect my husbandry of falsehood call me before the 
exactest auditors and set me on the proof.” 

And even if this would be a poetic license we may, at least, derive 
from this quotation that-the auditor existed at the time of Shakespeare 
(1564 - 1616). 

Records from the seventeenth century show that auditors were tak- 
ing over the verifying function from the owners: The New Mills Cloth 
Manufactory, Haddingtonshire employed—according to files of the 
years 1681 - 1703—an independent auditor: Alexander Heriot “to ad- 
just entries, examine accounts, check balances and cash and supervise 
stock-taking.” He received a fee (not a salary) of f 10.-.- a year, with 
expenses. 


Phase III—1800 - 1900 A.D. 


The invention of the steam engine, the increased need for coal, 
the development of cast iron, gave rise to new trends in human activity. 


No longer were agricultural produce and hand-made products the 
only subjects of trade between people but a new phenomenon made its 
appearance into the world: mass-production in factories. 


Traffic increased in direct proportion to the input and output of 
the newly established industrial enterprises, the steam engine replaced 
the human and animal source of energy, in short, the period of the in- 
dustrial revolution had started. 


x) Read the article by Harold G. Hinton, CA in The Internal Auditor, June, 1954, 
page 46. 
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These important changes in economic life were attended by an 
increased concentration of capital. 


The man, who in the past centuries managed to finance his own 
business, could not always afford to supply the money for the mech- 
anization of his factory and consequently he had to rely on other 
sources: members of his family, bankers and shareholders. 


From that moment on a new type of creature came into existence 
viz. the man able to manage not only his own, but also other people's 
money. 


Although it is self-evident that the providers of capital were most 
interested in reposing their confidence only in managers of good repu- 
tation, it is also easily understood that they kept a close eye on the 
gestures of their managers and as soon as this verifying function re- 
quired a thorough and expert knowledge of the problems of modern 
financial management, the owners consigned their supervision to ex- 
perts who could devote all their time and knowledge to this function. 


This delegation of the verifying function by the owners accelerated 
the development of the auditing profession to the last degree. 


In all industrialized countries of those times the formation of soci- 
eties of accountants and auditors was the order of the day. 


1854: SCOTLAND SOCIETY OF ACCOUNTANTS 


Scotland was the birth place of the modern auditor: in 1854 the 
Society of Accountants was established in Edinburgh. x) 


1880: INSTITUTE OF CHARTERED ACCOUNTANTS IN ENGLAND 
AND WALES 


England followed in 1880, when the Institute of Accountants re- 
ceived its Royal charter. 


Also Australia saw its first organization of our predecessors in the 
eighties, soon followed by the foundation of the First American Associ- 
ation of Public Accountants in 1887, which—in 1916—was rebaptized 
with the well-known name of American Institute of Accountants. 


I hope the reader will permit a reference to the development in my 
home-country: the Netherlands Institute of Accountants, of which I 
have the honor to be a member, was established in 1895. 


From all these historic events we may learn that the auditing pro- 
fession tried to keep pace with the development of industry and trade 


x) The Society was amalgamated in 1951 with two other Scottish institutions in The 
Institute of Chartered Accountants of Scotland (Memorial-book “A history of the 
Chartered Accountants of Scotland from the earliest times to 1954”). 


For Internal Auditors Only 41 


and we all have to honor our predecessors who under difficult circum- 


stances ignited the lights, which we have to keep burning for the gener- 
ations to come. 


Phase IV—1900 - 1954 A.D. 


The development of the auditing profession since 1900 offers the 
same picture as the expansion of economic life as a whole: both changed 
fundamentally during one generation. 

The substitution of the electromotor for the steam-engine; the in- 
vention of the combustion-powered engine, of the motorcar and aero- 
plane and many other inventions gave the world quite a New Look. 

New factories of all kinds were erected, competition increased in 
an unparalleled speed, the risks of new enterprises grew more than in 
direct proportion to the capital involved and Governments asked for 
their share in the profits in order to finance public utilities of all kinds, 
such as harbours, airfields, railways, postal services, electrical plants, 
schools, hospitals, waterworks, etc. 


But not only the shape of the industrial products was streamlined 
to produce more speed with the same or even less energy, also the 
managements of the twentieth century had to streamline their methods 
in order to keep pace with the all-embracing progress and with the 
increased competition. 


When during the twentieth century, the extent of the industrial 
enterprises grew to a size of ancient empires, the managers of “big 
business” had to delegate more and more responsibilities to subordi- 
nates, and, consequently, an accelerated need for verification came into 
existence. 


The statutory auditor, who had entered the business as the confi- 
dant of shareholders and who had established a close cooperation with 
managements, was in a favourable position to have a look behind the 
scenes and to report to managements about the reliability of the organ- 
ization in general and of the accounting organization in particular. 


And it must be recognized that the statutory auditors rendered most 
valuable services in the advisory field of: 


financial problems; 

cost accounting; 

accounting procedures and systems; 
internal control; 

tax problems; 

communications; 

and many other important matters. 
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However, the more the public auditors entered these advisory 
fields, the more they moved away from their original verifying function 
on behalf of the owners. 


Furthermore, the requirements of the managers of industry and 
trade—as regards the verifying function—became of a different order 


than those of shareholders. 


Managements did not only expect from their “cipheringmasters” 
to investigate the acceptability of the financial results seen through the 
eyes of the shareholders, but they expected from their auditors also to 
investigate and to report on the correctness and the efficiency of all 
parts of the organization seen through the eyes of the managers them- 
selves, 


Professionally spoken, the public auditors could easily meet with 
these more specified demands, but—to comply with these requirements 
—they had to be permanently available for managements of the com- 
panies under audit. 


The need for auditors, able to dedicate all their time to the prob- 
lems of managements gave—since the early twenties—rise to the de- 
velopment of the Internal function of the auditor, especially in the 
large enterprises and at this time we may state that the youngest des- 
cendant of the auditing profession has complied to such an extent with 
the requirements of his function that no large business can be run 
without the help of the internal auditor. 


HOW CAN THIS FUNCTION BE DESCRIBED? 
A. Verifying function: 


Let me, in the first place, consider the verifying function towards 
management. 


Managers of a company want to know if the financial statements, 
issued to them, give an accurate and complete portrayal of the results 
of the business. 


The accounting organization, of course, is responsible for the cor- 
rectness of financial reports. However, management wants to have the 
confirmation of the internal auditor that the financial information pre- 
sented is accurate and discloses all material facts. 


In other words: managements want to be informed by their in- 
ternal auditors, not only whether the presentation of accounting data 
is correct from the formal point of view that all vouchers have been 
correctly entered into the books, but also whether the background of 
all accounting data is in compliance with reality and with the inten- 
tions of management. 
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If we agree that this is the main responsibility of the’ internal 
auditor, it is only logical that management will require the internal 
auditor to investigate all phases of the organization. 


In my opinion this verifying function for management is the 
root of the internal auditor’s profession and he will have to make clear 
to all parties concerned that the protection of this function is his in- 
defeasible duty. 


To avoid any misunderstanding I should like to point out that the 
auditor in the internal function will never be a likely candidate for 
the certification of financial statements on behalf of interested outside 
parties (shareholders, S.E.C., bankers, creditors and the like), because 
the performance of this function requires independence of status in 
connection with the company under audit. 


B. Advisory function: 


Apart from verifying function we see that the internal auditors 
are attracting several advisory functions, which in many cases are 
rapidly gaining importance. 

Undoubtedly the internal auditors, with their intimate knowledge 
of all phases of the business are in a favorable position to assist man- 
agement in achieving the most efficient administration of the opera- 
tions and in protecting and furthering the interest of the organization.x ) 


Many articles in “The Internal Auditor” draw attention to the new 
fields of activity which the internal auditors are entering. 


Audits of construction contracts, Tax liabilities, Operational audit- 
ing, Procedures and methods, Communications, Statistics, Systems work, 
Clerical revolution, Cenis less—accounting, are some of the many fields 
in which the profession is taking an increasing share and which offer 
nice opportunities for every alert colleague to play his part in the 
combined efforts of all right-minded people to increase progress of 
mankind. 


However, I want to point out that his main function is a v>rifying 
one and that the advisory function—although a very useful one—is 
only a by-product. 


Internal verification is a function of management for which the 
internal auditor is best equipped and which now and in the future will 
be dedicated to him. 


The internal advisory functions, in the fields mentioned above, 
will form an important part of his duties for many years to come but 


x) Vide “Responsibility of the Internal Auditors” issued by the Research Committee 
of the Institute of Internal Auditors. 
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should be left to experts if management values those functions as im- 
portant enough to attract these experts. 


CONCLUSION 


Nothing has been said so far about the co-operation between the 
internal and external auditor: as the work of both of them is carried 
out largely by similar means, it will be evident that both functionaries 


have to work together to the greatest possible extent, in order to avoid 
duplication of work. 


Exchange of thoughts, of manuals and of experiences will have to 
be executed to the benefit of the companies under audit. 


It cannot be said that the work of the one is of a higher order than 
that of the other; nor that either of them is subordinate to the other. 


The only difference between the two is that the external auditor 
is responsible to shareholders; the responsibility of the internal auditor 


is to the management, but he is in no sense a servant of the statutory 
auditor. x) 


For both of them the verifying (and certifying) function is the 
prime cause of their existence. 


If these fundamental considerations are given the attention which 
in my opinion—deserve, both professions will benefit by them. 





they 


x) Interested readers may find a clear statement about this cooperation in “The 
Accountant” No. 4104 of August 15th, 1953, containing the “Notes on the Relation 


of the Internal Audit to the Statutory Audit,” issued by the Institute of CA’s in 
England and Wales. 








TAX AUDITING FOR PROFIT’ 


By R. V. MILLER 
Manager, General Tax Department, Shell Oil Company 


HE control and payment of taxes are a rather complicated job— 

and, because of the tremendous sums involved, a serious responsi- 
bility—-which we tackle in our company with a group of specialists 
working under the General Tax Department. 


The basic functions of the tax organization-—that is, the head office 
staff and representatives in branch offices—are to: 
1. Prepare and file returns according to the tax laws. 
2. Arrange for proper and timely payments to taxing bodies. 
3. Insure the company’s best interests by taking full advan- 
tage of allowable exemptions and interpretations and seek- 
ing reasonable assessed valuations. 


Those duties require technical training and experience, and our 
internal auditors, by and large, are not trained tax men. But they do 
provide the invaluable benefits of independent review and a fresh view- 
point, and it is surprising what alert auditors can sometimes come up 
with in assisting us in meeting our responsibilities. They keep abreast 
of developments by acquiring a general working knowledge of taxes; 
and also they think in terms of tax effect and alternatives as they go 
over the branch office accounts. 

INCOME TAXES 

Federal and state income tax returns for our company are pre- 
pared and filed and the taxes so levied are paid by the head office in 
New York. The information required to prepare the returns is ob- 
tained from financial accounts maintained in and statistical infor- 
mation furnished by head office and the various branch offices. The 
contribution of our internal auditors to this process is principally in 
the testing of the general accounting records in these offices and certain 
schedules furnishing the required information. 

However, the auditors are always alert to income tax implications 
of transactions which they scrutinize in all phases of the business—the 
distribution of royalty payments, the classification of expenditures as 
between capital and maintenance in borderline situations, and the 


*Delivered at Third Technical Sessions meeting of New York chapter. 
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timely accrual of liability for all expenses incurred. Part of auditing’s 
assistance to us in fulfilling our tax responsibilities is to see that our 
branch offices physically inventory all capital assets in accordance with 
prescribed schedules, which the auditors supplement with certain test 
checks of their own, thus substantiating the basis on which depreciation 
is figured and making sure that proper entries are made for assets dis- 
carded, scrapped or otherwise disposed of. 

With our knowledge of the scope of the internal audit program, 
we are confident that accounting classifications are correctly applied, 
capital expenditures are distinguished from repairs and maintenance, 
and net income is accurately stated. 


Tax avoidance 





a perfectly legitimate procedure by Supreme Court 
definition—is largely a matter of watching for possible accounting al- 
ternatives. The more familiar our auditors are with these possible 
alternatives, the more frequently they will turn up with real tax 
savings. 

For example, many state sales taxes have been enacted with little 
thought given to spelling out upon whom the tax is imposed. As a 
consequence, largely by administrative and judicial ruling, it has been 
held that some of these taxes are imposed on the purchaser or con- 
sumer and others on the seller. For Federal income tax purposes the 
general rule is that taxes are deductible by the person upon whom they 
are imposed. Thus a consumer’s sales tax is deductible by the purchaser 
whether the item purchased is a current expense or a capital item. 
On the other hand, so-called retail sales taxes imposed on the seller 
must be given the same accounting treatment as the item purchased. 
Because a special provision of the law grants the taxpayer an option to 
capitalize on a particular project an otherwise deductible consumer’s 
tax, many purchasers for accounting convenience have treated all state 
sales taxes as part of the cost of the purchased item. This is well and 
good in ordinary circumstances but there are always special situations 
where the slavish adherence to a rule of convenience can be very costly. 


Another area in which careful scrutiny by the auditors might pay 
dividends is in the review of transactions involving the disposition of 
fixed assets. It is a tax rule that sales of fixed assets are entitled to the 
more favorable capital gains tax treatment. Occasionally, transactions 
of this kind are not identified as sales on the books with the result that 
they reduce deductions which would otherwise save taxes at the full 


REAM V. MILLER is Manager of the General Tax Department of Shell Oil 
Company. He began his employment in their San Francisco office in 1934. After 
serving in positions of increasing responsibility, he was transferred to the New York 
office in 1940. 

Mr. Miller is a graduate of Stamford University. 
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normal and surtax rates, presently 52%. By being aware of the tax 
principle applicable to sales the auditor may be able to point up the 
tax saving which may be accomplished by proper handling. 

One other example may be cited in which familiarity with tax 
rules will avoid unnecessary payment of taxes. Under certain circum- 
stances amounts received in settlement of damages are not taxable and 
even if taxable may qualify for capital gain treatment. When the 
auditors are familiar with this fact they are able to call attention to 
any items of this nature so that they may be given special attention. 


EXCISE TAXES 


Excise taxes paid by the oil industry include all the state and 
federal gasoline levies paid by you, the consumer, to your service-sta- 
tion dealer. The federal tax is 2c a gallon, and the New York State 
tax is 4c. That adds to 6c, or about 1/5 of the service-station price after 
tax. In some states, the rates are about double what they are in New 
York. The industry acts as an uncompensated tax collector in charging 
these taxes, keeping records and remitting to the government. 

There are a good many more excise taxes burdening our costs that 
the consumer is less aware of. These include: 

Federal lubricating oil tax of 6c a gallon. 

Federal transportation tax on products and materials shipped 

by common carrier. 

Federal telephone and communications taxes. 

State taxes on oil and gas taken out of the ground. 

State and municipal sales and use taxes. 

Various capital stock and franchise taxes. 

State license fees on automobile and truck fleets. 

A large number of city and county fees and taxes levied on 

almost anything from gross income to the right to do 
business. 


Taxes on the production, use, or sale of petroleum products are 
computed by application of the tax rate to the monthly volume pro- 
duced, used or sold. Here the important thing for the auditor to test 
is the reliability of the monthly stock movement summaries, making 
sure we take proper credit for allowable deductions and exemptions. 
An example is the exemption allowed in most jurisdictions for gasoline 
used off the public highways, as on roadways within company proper- 
ties, or in stationary engines, or for laboratory testing. Auditors found 
one of our plants using sizable quantities of gasoline for such purposes 
without segregating this consumption from normal highway use; suit- 
able records were set up and taxes reduced by filing proper exemptions. 
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A variation of this experience occurred when a contractor hand- 
ling construction for us on a cost-plus basis was found to be overlooking 
the tax-exempt status of his own off-highway consumption. Again, 
proper records were established and construction billings to the com- 
pany were reduced by valuable tax savings. 


Another important aspect of tax exemption applies to ex-tax sales 
to customers who use the product for some nontaxable purpose. In 
return for not paying the tax, the buyer is obligated to furnish an ex- 
emption certificate stating how the product is used. Usually, this cer- 
tificate is sent to us later, which means we have a big follow-up job to 
insure receipt of certificates. In the meantime we must pay Uncle 
Sam or the state for the tax we haven’t collected and are burdened with 
carrying receivables until the certificates come in. Throughout the 
company, there are many thousands of such certificates and hundreds 
of thousands of dollars of tax involved in a year. So one of the first 
things the auditors look at is the status of outstanding exemption cer- 
tificates. They analyze the total, break it down into age groups of 30, 
60, 90 days, etc., and size up the effectiveness of the branch office’s 
follow-up system. These things can get out of hand if we're not care- 
ful, and if we let them get too old, they are hard to collect. 


Sales taxes are billed by us on sales of taxable product (that in- 
cludes those other than motor vehicle fuel), and are billed to us by 
our material and equipment suppliers. On our own sales, exemption 
certificates enter the picture again, since sales to resellers, for example. 
are not taxable, provided we have the buyer’s certificate of intention to 
resell. On our purchases of supplies, auditors test to make sure that 
sales or use tax is charged on the proper basis and is not charged where 
we are entitled to exemption. One little wrinkle on this is that some 
states tax on the gross and some on the net invoice amount after all 
discounts. In one state, the auditors found we were overcharged 
through paying sales tax computed on large invoices before deduction 
of cash discounts. The savings were small; but a dollar saved is a 
dollar earned, especially when the process goes on year after year. 
Another sales tax saving the auditors earn for us from time to time 
is on supplies purchased for distribution outside the state. If we are 
not careful, the storehouse handling the order can be billed for tax 
on the whole quantity, whereas maybe three-quarters is for use in 
other states and, hence, tax exempt if handled properly. 


Under our system of full accounting decentralization, such points 
as these can be brought to light only in the branch offices and we must 
rely on auditors to tell us how such instructions are being carried out. 
They do this by reconciling tax returns to accounting and stock move- 
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ment records, making sure that blends of taxable and nontaxable oils 
are properly handled, checking the recording of interstate shipments, 
and testing figures and procedures all down the line. 


I have been discussing the ways in which the auditor makes 
money for the company by reducing the amount of tax paid. He can 
also make savings in some cases by insuring that we pay all of the 
tax due, since costly interest and penalties apply if we have mnderpaid. 
So what we want is to declare and pay the tax due exactly according 
to the law—no more and no less—and that is usually what happens. 
Government tax assessments are the exception. Our relations with 
the taxing authorities benefit from their confidence that we have a 
qualified tax staff, supported by sound accounting and auditing, and 
we hope to keep it that way. 


PROPERTY TAXES 


Now we come to the third and last main classification—property 
taxes. 


The company’s ad valorem taxes are assessed and collected at all 
levels of government from school, park and levee districts up to state 
tax commissions and other state tax and fiscal officers. Corporation 
returns on property in Ohio are made to the state; but generally an 
individual return must be made to each county and town in which 
we have property. Tax bills are usually received for each separate 
property, while in New York three tax bills may be issued on one 
property, each bill being from a separate sub-division of government. 


This merely points up the obvious facts that the handling of 
property taxes entails a great deal of technical detail and brings us 
into contact with a large number of public officials. Literally thous- 
ands of units of government over the country derive some property tax 
funds from our $15 million annual payment, the amounts ranging 
from less than $1 up to 89% of a particular taxing jurisdiction’s total 
budget. 


The variety of tax laws and the multiplicity of local customs 
means that there can be no uniformity in tax handling which a com 
pany auditor could readily check. Nevertheless he can render a dis 
tinct service in a number of ways without being a property tax or 
valuation expert. He can review property taxes for the latest and 
previous years, particularly at selected individual locations, and get 
the Tax Representative’s explanation for any large increases. Such 
increases can result from additions to taxable property, a raise in 
assessed value, higher tax rates or a combination of these factors. Dis- 
cussion will bring out what efforts were being made to avoid increases 
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that seem illogical or unjustified or what plans are proposed to mini- 
mize further inequitable burdens. In this way an auditor can appraise 
the property tax situation in any locality and may be able to make 
some very helpful suggestions. 


Other opportunities to test property tax administration include 
review of the following: 


Checking tax bills against assessment notices, and for arith- 
metical accuracy. 


Promptness of payments. (Failure to pay on time usually 
brings a penalty; long delays can mean stiff penalties, plus 
interest, and eventually, of course, forfeiture of the property.) 
Adequacy of approvals. (Generally speaking, Treasury pays 
property tax bills if they agree with amounts scheduled in ad- 
vance by the Tax Representative. Where they differ sub- 
stantially, the Tax Representative must approve the bill.) 


Correctness of accounting accruals and charges. 

Analysis of any penalties levied by taxing agencies to learn 
whether they could have been avoided. 

Management of inventories to minimize personal property 
taxes, with emphasis on maintaining storage at low-tax loca- 
tions and avoiding excessive inventories. 


SUMMARY 


In conclusion, I think there are lots of ways in which auditors 
can save taxes for the company. Most of them take the form of in- 
suring that company policies and procedures are carried out, and we 
in the tax department welcome this review by the auditors. We also 
are glad te discuss our nonroutine problems and feel that many con- 
structive suggestions will result to our mutual benefit. In fact, this 
phase is now scheduled to receive greater attention. Auditing Man- 
agement and I recently agreed that the auditors are to make it a point 
to sit down informally with our Tax Tepresentatives, learn what is 
bothering them, and make what suggestions they can. In this way, not 
only will the tax man have the benefit of independent views, reflecting 
experience picked up in auditing other offices, but the auditor will know 
more about what he is doing and will be in a better position to analyze 
end evaluate the tax job. 


The following three papers were pee by a panel of chapter members on the 
subject of Human Relations and the Internal Auditor. Puget Sound Chapter, Hotel 
Mayflower, Seattle, Washington, January 18, 1955. 


HUMAN RELATIONS BETWEEN THE 
INTERNAL AUDITOR AND THOSE 
BEING AUDITED 


By CARLTON D. KULLE 


Auditor, Nettleton Timber Company 


HE subject of human relations and the internal auditor is of a ra- 

ther intangible nature and yet the results of these relationships are 
usually very tangible. A brief definition of this relationship may be 
summarized as the art of living with our company’s management and 
other fellow employees in such a manner so as to maintain a cordial 
and mutually beneficial atmosphere in which all may perform their 
assignments in the most efficient manner in order to obtain the desired 
1esults. 


It is recognized that certain types of audits, such as in cases of 
audits for suspected fraud, require different approaches, but, in gen- 
eral, the requirements of maintaining good human relationships with 
those being audited are the same. For purposes of our discussion to- 
night, I will assume that the audit is of a normal or routine nature 


The following is a list of suggested audit procedures which, if ad- 
hered to, will tend to maintain or improve good human relationships 
with those being audited: 


1. At the beginning of an audit, the auditor in charge should 
first obtain a proper introduction to the department head 
or, in the case of a large department, the supervisor of the 
section to be audited. At this meeting, especially in the 
case of a first audit, the auditor in charge should explain 
the purpose and scope of the audit but not reveal any part 
of the detailed program which would jeopardize the value 
or surprise element of the audit. At this point, much can 
be gained by the auditor if he is able to establish the proper 
relationship with the departmen: head and sell him on the 
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idea that the audit report will aid him in the administra- 
tion of his department. In cases of a large department, it 
is usually of value to obtain an organization chart of the 
departmental employees and operation functions. If prop- 
erly impressed by the auditor in charge, the departmen- 
tal head will in turn aid you by introductions to his subor- 
dinates and by giving his blessing to your program. 


2. The auditor in charge should ascertain departmental rules 
as to hours observed by the department for work, lunch 
periods, smoking, etc., and instruct his juniors to con- 
form to these rules in order to be good examples to the 
regular employees of the department. Departmental 
safety rules, especially in some types of operating depart- 
ments, should be strictly adhered to by all auditors for 
their own safety as well as the safety of the regular em- 
ployees. 


3. Proper permission should be obtained to have access to 
any records and, if they have to be removed from their 
regular file, regular sign-out procedures should be followed 
in order that they may be found easily whenever required 
in the regular course of the business. Nothing is muck 
more irritable to an employee than to look for some rec- 
ords and then find that an auditor has them but failed tc 
sign out for them or let him know that they were being 
removed temporarily. 


4. In the case of cash or security audits, the auditor should be 
careful to have the employee in charge of such valuables 
be present and obtain a receipt from him after the count 
that these funds or securities were returned to him intact. 
This can eliminate possible misunderstandings at a later 
date if a shortage developed in the fund. 


5. The auditor should at all times maintain a friendly but not 
familiar attitude toward the employees being audited. Sell 
yourself and gain the employees’ confidence. 


6. If necessary, listen to employees’ pet peeves or grievances 
regarding routines, internal control, or customer-em- 
_ ploy ee relationships, but do not take sides or get into in- 


CARLTON D. KULLE is Auditor of the Nettleton Timber Company in Seattle. 
Prior to his present position, he was affiliated with Waukegan Steel Sales, Inc. and 
the Commonwealth Edison Company. 

Mr. Kulle attended Lake Forest College and Northwestern University and is a 
member of the Puget Sound chapter of Tue Instrrute or InrerNaL Auprirors. 
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volved discussions. Pe tactful and, like our friend Sgt. 
Friday, “Just get the facts” in a friendly manner. These 
facts could lead to important audit report recommen- 
dations. 


NJ 


Perform your duties in a businesslike manner and, if pos- 
ble, from a private desk or location in order to least inter- 
fere with the regular functions of the department. Bring 
your own tools—paper, pencils, and computing machines 


if possible. 


8. The auditor should always be a “gentleman” regardless of 
the nature of the audit. 


9. Always thank each employee for his assistance and co- 
operation before moving on to the next phase of the audit. 


10. Before leaving an audit, be sure to go over any recommen 
dations that you propose to include in your report with 
the section supervisor or department head. 


11. In general, always live up to the etiquette prescribed for 
a good auditor and a gentleman, having patience and un- 
derstanding and all the qualities of a dignified salesman. 


I have briefly outlined suggested procedures necessary to main- 
tain or improve good relationships with those being audited; it is hoped 
that these procedures will in some way suggest other thoughts aimed 
at promoting amiable relationships with management and regular em- 
ployees in the course of your audit duties and responsibilities. 


HUMAN RELATIONS BETWEEN THE 
INTERNAL AUDITOR AND THE 
PUBLIC ACCOUNTANT 


By WILLIAM E. PILE 
Internal Auditor, Pacific Northern Airlines, Inc. 


OR purposes of this discussion of the relationship between the in 
ternal auditor and the public accountant, I have divided the topic 
into three sections. First in this discussion, I believe it is important 
to examine the objectives of each. Then, having developed a common 
denominator of purpose, let us see what relationship should take place 
during the period between audits made by the public accountant. 
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Thirdly, let us look at the relationship at the time the audit is being 
made. 


The internal auditor has many times been referred to as the eyes 
and cars of management and, as such, his examinations are made in 
greater detail than are those completed by the public accountant. The 
internal auditor must examine all of the procedures in effect in his 
company to determine whether they are producing the degree of in- 
ternal control and accuracy which they were designed to do. Then 
the internal auditor must make a report to management regarding this 
effectiveness and stating any 1ecommendations that he may have to 
improve such internal control and accuracy and, in many cases, de- 
signed to decrease the work load. 


If the internal auditor then is the eyes and ears of management, 
the public accountant may well be referred to as the eyes and ears 
of the stockholders, creditors and the Securities and Exchange Commis- 
sion—all of whom require independent reports regarding the status 
of the company. These reports are periodic and cover past periods. 
On the other hand, the internal auditor’s reports cover current ma- 
terials and are made more frequently. The periodic report of the pub- 
lic accountant usually takes one of two forms; one, the long form re- 
port which gives a brief summary of the period’s results, and two, the 
short form report which basically states that the statements under 
audit present fairly the financial position of said company and include 
such tests of the records as they consider necessary. 


Now we have seen the basis for a relationship; let’s see what can 
be done during the period between audits which will make for better 
relationships. 


First of all, the internal auditor might well discuss with the public 
accountant the programs which he intends to follow in making his de- 
tailed examinations. At this discussion the public accountant may 
make known what examinations he wishes to participate in. thereby 
relieving the annual audit schedule of valuable time. As the internal 
auditor makes his examinations and writes his reports, he should keep 
in mind that the public accountant will want to review such reports in 
order to base his opinions as to what tests will be considered necessary 
for him to issue his annual report. 


WILLIAM E. PILE is Internal Auditor of Pacific Northern Airlines, Inc. and 
was previously affiliated with Lybrand, Ross Brothers and Montgomery. 

Mr. Pile earned his degree in Economics and Business Administration at Mis 
souri Valley College and received his degree in Accountancy from the Universit 
of Illinois. 


Mr. Pile is a member of the American Institute of Accountants and is a member 
of the Puget Sound chapter of Tue Institute or INTERNAL Auprrors. 
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From time to time, the internal auditor will come upon certain 
glaring weaknesses in procedures and internal control and valuable 
time can be saved by discussing these weaknesses with the public ac 
countant to get his ideas as to how to best control them. The public 
accountant’s experiences in like situations can be very valuable to the 
internal auditor. 


Then we come to the period of the annual audit when the internal 
auditor and the public accountant will come in close contact. One of 
the primary things we must keep in mind as internal auditors is that 
the public accountant must remain independent in his examinations 
and we must respect that independence and not try to influence his 
decisions. There should be a meeting between the public accountant 
and the internal auditor to determine what the internal auditor can do 
to shorten the time required to make the annual audit and at this 
meeting, they should discuss what regular reports the company makes 
which can be used by the public accountant as basic working papers. 
In certain circumstances, these reports will not be acceptable as work- 
ing papers and the internal auditor should determine what the desir- 
able form would be and cause those papers to be prepared. Then 
the internal auditor can provide valuable assistance in coordinating 
some of the work such as the confirmation of accounts receivable. He 
can keep the public accountant advised as to the probable dates when 
the work can be done with the least effort. He can have prepared 
certain schedules showing what work has been done during the year 
by himself and advise the public accountant of that work so that dupli- 
cation will be kept at a minimum. Then there are many time saving 
items that the internal auditor can do or have done for the public 
accountant. From time to time, the public accountant will wish to ques- 
tion certain specific items or question procedures so that he can make 
his examination in the proper manner. The internal auditor can steer 
the public accountant to the proper personnel to answer these questions, 
and he can cause to be placed before the public accountant all docu- 
ments that he wishes to use in his verification 


In conclusion, it appears that the basic thing to remember in these 
relations between the internal auditor and the public accountant is to 
have a thorough understanding of what each is going to do. The pub- 
lic accountant should advise the personnel assigned to the audit of these 
understandings and the internal auditor should make every effort to 
comply with the wishes of the public accountant, remembering that 
his examination has to be of a very independent nature. 
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HUMAN RELATIONS AND THE 
INTERNAL AUDITOR RELATIONS WITH 
MANAGEMENT 


By EDWIN MERRITT, JR. 


Auditor, West Coast Division, Scott Paper Company 


W HEN you were a kid, did you ever go to a party where they had 
* «a grab bag—where Johnny’s mother came out with a great big 
sack bulging with presents, and every kid got a “dig-in” and came up 
with a surprise package. 


Very often when I stop to think about the functions of an internal 
auditor, I can’t help but think of those grab bags and how closely our 
job—our place in the business—sometimes resembles them. We are 
like the kid shoving his hand in the bag—a great big grab-bag full of 
different jobs and responsibilities—different concepts and “unproven” 
techniques. What are we going to come up with? 


Now this question of the auditors’ relation with management is 
a good grab bag subject. Just what do we mean by management—what 
level of management? Aren’t managers employees too? Since they 
are, then what is the difference between our relations with those being 
audited and our relations with management? 


For this discussion, I am going to take the stand that by relations 
with management we mean “Relations with those who make decisions 
—those who can act upon our suggestions—those who have the power 
to accept or reject the recommendations we may make in the normal 
course of our audit activities.” 


Our relations with management are living experiences. Simply, 
they include our everyday encounters with all levels of management. 
During those encounters we are “selling” our wares—the results of our 
labor—our ideas—our suggestions—our recommendation. It is often 
my feeling that the area of personal development in which we, as in- 
ternal auditors, most frequently fail is that of “contact ability”—or 
“sales ability” if you will. 


The auditor by nature (whether we like to admit it or not) is a 
conservative; not an introvert, but certainly not an extrovert. We for 
the most part would fall into the so-called ambivert classification. As 
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such we de-emphasize the advantages of salesmanship without ever be- 
ing conscious of it. 


Modern management, on the other hand, emphasizes the art of 
selling. From the point of hiring a “greenhorn” to the selection of a 
Vice President, management at all levels responds to “contact ability.” 
At first, the response is based upon personality—the way a man han- 
dies himself. Later, the dominant factor is human relations—the way 
we handle others. 


Just as the salesman must be a student of human nature, so must 
the internal auditor. It is true that the internal auditor is a fact finder 
who acts strictly as an advisor. He is responsible for calling manage- 
ment’s attention to conditions or situations that require action. He has 
no authority or responsibility to take corrective measures. It is up to 
top management as to whether action shall or shall not be taken in 
accord with the auditor’s views. 


But I personally believe that we are falling short of our objective 
if we simply report the facts and make bare recommendations. Our 
suggestions are pointless unless they are put into effect. We must 
therefore, be students of human nature—we must get to know men— 
be able to get to them-quickly in order to make a sale—a sale of our 
ideas. We must continually sell to management at all levels in order 
that we can effectively carry out our over-all objective of aid to man- 
agement—of assisting management toward increased profits. 


Now the art of selling is not a difficult one if the principles are 
studied and observed. I feel that, as a profession, we can greatly im- 
prove our value to management by developing our sales ability. We 
must train ourselves to think and to act in terms of the men to whom 
we are trying to sell our wares. The auditing approach must always 
be harmonious with the viewpoint of management. 

Here are some points that I think we should all bear in mind in an 
effort to further the success of our relations with management: 

1) Constantly endeavor to develop a sales personality. 

2) Learn to advance, by study and experience, those things 


on which we can capitalize in our presentation. 


3) Present our proposition so attractively as to create a “buy- 
ing attitude.” - 

4) Help management to overcome the objections which arise 
in their own minds and which deter decision. 


5) Show that a positive decision is expected and help manage- 
ment to make it. 
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6) Let management think that they are making the decision, 
uninfluenced by the auditor. 


7) Build good will for future contacts. 


In a recent issue of the Jnternal Auditor, Mr. William C. Kidd, of 
S. C. Johnson & Son, Inc., writes, “Good internal auditors know that 
technical ability without social skill often fails, that social skill with 
only a moderate amount of technical ability goes far, and that a high 
degree of both technical and social skill really “rings the bell.” 


In the past we have put the emphasis on technical ability. It seems 
to me that now is the time to give more consideration to the develop- 
ment of our social skills. 


EDWIN MERRITT, JR. is Auditor, West Coast Division of the Scott Paper 
Company. Prior to this affiliation, he was Auditor of Sun Oil Company. 


Mr. Merritt graduated from Grove City College in Pennsylvania with a B.S 


in Commerce. He is a member of the Puget Sound chapter of Tue Instrrute or 
INTERNAL AUDITORS. 





INTERNAL AUDIT AND CONTROL OF 
CONTRACT CONSTRUCTION COSTS’ 


By JOHN S. WHITE 
Chief Accountant, Esso Standard Oil Company 


HE Accountant’s responsibility for the audit and control of con- 

struction costs is broad in scope and nature. This responsibility 
begins with the preparation of a Physical Capital Budget and continues 
with the field audit, verification and payment of invoices and cost 
distribution for the project. It may also include the establishment of 
plant and equipment records. 


This subject has been studied thoroughly by our Company during 
the past twelve to fourteen years. We had a major expansion program 
during World War II, including the construction of government- 
owned plants. A second post-war expansion program was of about the 
same magnitude. In addition we have recently completed a third ex- 
pansion program to increase refinery crude run capacity and to pro- 
vide facilities for incréased production of certain petro-chemicals as 
well as for the manufacture of entirely new products. 


I mention these expansion programs to indicate the experience we 
have had in the field of the Accountant's responsibility for the audit 
and control of construction costs. Obviously, with all this construction 
work, it has been essential to develop adequate, comprehensive audit, 
control, accounting and reporting systems and procedures. In this de 
velopment, we gained valuable experience during the construction of 
government-owned plants and benefited from having to meet the con- 
tractual requirements of the Defense Plant Corporation for the audit, 
control, recording and reporting of expenditures. 


Beginning with the preparation of a Physical Capital Budget, I will 
discuss the Accountant’s responsibility for the audit and control of 
construction costs for cost-plus-fixed-fee contracts. In a large refinery, 
the budget includes significant amounts for renewals and replacements 
and for minor additions and improvements. Generally, renewals and 
replacements work is performed by the Company’s Mechanical De 
partment, and the responsibility for audit and control of expenditures, 
important to be sure, is not as great as for work done by outside con- 
tractors. 


*Delivered at meeting of Ark-La-Tex chapter. 
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Let me hasten to say that the Accountant’s responsibility for the 
classification of expenditures for renewals, replacements and improve- 
ments between capital and expense is of primary importance and is 
quite often controversial. This subject might well warrant a separate 
paper; I mention it here because, in my judgment, it gives rise to the 
basic need for the Accountant to participate in Physical Capital Bud- 
get preparation. We have found that a committee, responsible to the 
Chief Accountant, can best classify this type of expenditure, although 
it is not unusual for the Chief Accountant to be called on to make the 
final decision. 


The various steps required for the preparation, review and ap- 
proval of our budget are outside the scope of this paper. Suffice it to 
say that the budget, as finally adopted, gives us approval in principle, 
and we can then proceed to complete equipment designs and prepare 
definite estimates. After approval of the definite estimate for a project, 
the Accounting Department issues the job or appropriation number 
which signifies that commitments may be made against the project. At 
this point, contractors have usually been contacted and contract negoti- 
ations begun. The selected contractor is notified of the award by means 
of a letter of intent; he may then make commitments pending comple- 
tion of the negotiation of a formal contract. Remember that we are 
talking about cost-plus-fixed-fee contracts, which may include a guar- 
anteed maximum cost clause whereby any savings are shared by the 
contractor. Lump sum and unit price contracts do not present audit, 
accounting or control problems of the same magnitude as cost-plus- 
fixed-fee contracts. 


It is a basic policy with us that the Accountant participate in the 
negotiation of the contract. His primary responsibility here is twofold: 
1) To insure that the contract provides us the right to make 

a complete audit of the cost of the project. 


2) To insure that the contract includes clearly defined clauses 
covering other items for which the Accounting Depart- 
ment has primary responsibility. 


Here are the items that the Accountant should be alert to have 
clearly defined in the contract: 


1) What exactly constitutes reimbursable costs. 


JOHN S. WHITE is Chief Accountant of Lsso Standard Oil Company in Baton 
Rouge, Louisiana, having joined that company in 1923. 

Mr. White received his education through high school, correspondence courses 
in accounting, two years of night school in commercial law and business economics at 
Tulane University. 

He is a member of the American Petroleum Institute, the Mid-Continent Oil and 
Gas Association and the National Association of Cost Accountants. 
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2) Requirement for internal control by the contractor. 

3) Computation and payment of contractor's fee. 

4) Insurance coverage. 

5) Use of rental equipment. 

6) Liability for Federal, State and Local Taxes. 

7) Compliance with labor laws and regulations. 

8) Terms of acceptance of the job and release from further 
obligation to the contractor. 


Some of the contractor’s cost items to be considered when review- 
ing reimbursable costs are these: 

1) Professional services. 

2) Erection supervision. 

3) Field labor, including overtime. 

4) Travel and living expenses. 

5) Transportation charges. 

6) Rates for use of rented tools and equipment. 

7) Office expense. 

8) Fabrication in contractor's shops. 

9) Insurance and taxes. 


Following the awarding of the contract, the Accountant should 
issue written instructions to the contractor to outline the owner’s audit 
and accounting requirements. We cover the following in our memo 
randum of instructions and more fully in conference with the contrac- 
tor’s field and home office personnel: 

1) Approval authority. 

2) Requirements for internal control by contractor. 

3) Coding of charges and credits rendered. 

4) Handling of purchase orders, receiving reports and invoices. 

5) Labor control. 

6) Sub-contracts. 

7) Insurance coverage. 

8) Rental charges. 

9) Maintenance of contractor’s accounting records. 

10) Accounting for material shipments from the job. 


Over the years a standard construction code of accounts has been 
developed and copies are given to the contractor, as he is required to 
code every item of expenditure for which he is reimbursed The con- 
tractor’s personnel must be educated ‘in the use and purpose of this 
code of accounts. Together with our audit, the coding system has pro- 
auced good distribution of construction costs for use in establishing 
permanent plant investment records. An illustration of the cost classifi- 
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cation provided by our standard construction code of accounts might 
read like this: 


Job 3991 Appropriation Number 

Main 308 Incomplete Construction 

Sub 1012 Cost Center or Operating Unit 
Detail 68 Control Material 

Item 324 Pumps and Drivers 


We might take a moment here and review the objectives of audit- 
ing cost-plus-fixed-fee contracts. In our audit and control program, we 
strive to cover these elements. We review the contractor’s system of 
internal control to insure that he is exercising proper control of his 
own accounting operations. Labor is verified as to classification, pay 
rate and time spent on the job. The receipt, use, price and payment 
for materials and services is verified. We check the account coding 
for distribution and control. Overtooling, overstaffing and other on the 
job site practices are carefully watched to avoid losses. And the con- 
tractor’s compliance with all terms of the contract, with labor and tax 
laws, is assured by our audit. 


In carrying out such a program, we have made a division of re- 
¢ponsibilities within our own Accounting organization in effort to com- 
ply with recognized internal control principles. Basically, the responsi- 
bility for the field audit of labor, materials, etc. is placed on the Audit 
and Attest Department, and the Accounts Payable Department has the 
responsibility for the general audit and payment of invoices, cost dis- 
tribution, etc. Both of these accounting groups work closely with the 
Project Engineer, the Purchasing and Engineering Departments, the 
Law Department and the contractor’s Accounting and Construction 
offices. 


It seems appropriate to briefly review the procedures followed by 
the two Accounting groups in the discharge of their audit and control 
responsibilities. 


AUDIT AND ATTEST DEPARTMENT 


CONTRACTOR'S FIELD OFFICE INTERNAL CONTROL 

The contractor’s field office procedures are reviewed to determine 
whether he has a satisfactory system of internal control. Adequate in- 
ternal control system should provide for a separation of work responsi- 
bilities within the contractor’s organization so that cross-checks and 
balances are had. An adequate system not only minimizes the possi- 
bility of errors and collusion, but in some cases justifies modification of 
a rigidly detailed auditing procedure. 
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During the course of construction, the internal control system 
should be reviewed periodically, and a fixed and constant auditing pat- 
tern should be avoided. The scope of the field audit should be flexible 
and revised to meet current changes as they arise. Experienced judg- 
ment is essential in determining the extent to which selective audit 
procedures should be applied. 


FIELD LABOR CHECK AND DISTRIBUTION 


The daily field labor check begins with the recording of employees 
not reporting for work and those arriving later, by listing the employees 
not accounted for during the checking-in procedure. 


The field auditor locates the employees at work, records the badge 
numbers and observes the type of work being performed to see that it 
agrees with the classification at which the employee was hired and is 
being carried on the payroll. This aids in preventing padding of the 
payroll by uprating the employees. At the same time, it furnishes the 
field auditor with enough information about the nature of the work 
that he can spot check the accuracy of the field labor distribution. On 
small contract jobs, the Jabor forces are checked 100% each day. On 
jobs where the employees are too numerous to permit 100% checks 
each day, the field auditor makes partial checks and closely controls 
the absentees and late arrivals, also the clocking or checking out to de- 
termine that the men were on the job the full day. The field labor 
check on large jobs should cover all men at least twice within the pay- 
roll week. Furthermore, employment and termination records should 
be carefully checked and traced to the payroll. 

At the end of the payroll period, the field auditor should witness 


the actual payment of the field forces and retain in his possession any 
unclaimed checks or pay envelopes. 


The contractor submits the payroll to the field auditor for thorough 
review and certification. The payroll is checked for attendance, job 
classifications and rates of pay, agreement of paid hours with distribu- 
tion hours, etc. Payroll distribution is prepared weekly by the con- 
tractor, and is checked by the field auditor. 


MATERIALS RECEIVED AND SHIPPED FROM JOB 


The field auditor reviews each material received report to make 
sure all essential information is recorded and that it is properly signed 
by the contractor’s authorized representative. On a test check basis 
the auditor verifies materials listed on receiving reports by comparison 
with physical quantities actually received on the job, covering ap- 
proximately 75% on a value basis. 
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The control of materials and equipment leaving the job site is an 
important function of the field auditor. Where construction is done 
within the refinery fence, we have valuable assistance from the Guards 
and Watchmen. No shipment is permitted to leave the Refinery with- 
out authorization of the field auditor through the medium of gate passes 
which the guards send to the Accounting Department. where they are 
checked against shipping papers. 


CONSTRUCTION TOOLS AND EQUIPMENT 


In keeping with contractual arrangements, the contractor usually 
furnishes equipment and tools used in construction work and rental is 
charged at rates approved by the owner’s management. Small tools 
are usually purchased and charged to the cost of the project. It is the 
field auditor’s responsibility to see that rented tools and equipment are 
in good operating condition when received on the job as evidenced by 
inspection reports; also, that rent is charged only for time used and at 
approved rates. The field auditor is supplied with a list of small tools 
charged to the job and he attempts to safeguard them, so that upon 
completion of the work the job may receive credit for salvage value. 


PHYSICAL INVENTORIES 


In addition to small tools charged to the job, there are several 
types of items that must be accounted for and carefully watched dur- 
ing the course of construction. Returnable containers on large jobs ag- 
gregate large amounts in the form of deposits paid, which may be re- 
covered when the containers are returned to the suppliers. Office furni- 
ture and equipment, temporary construction facilities and left-over ma- 
terials and equipment must be carefully inventoried and disposed of 
upon completion of the work, and the job should receive proper credit 
for salvage value. It is important that all installed, identifiable items 
of equipment be carefully inventoried to make sure that the fixed assets 
records conform with the physical plant. 


ACCOUNTS PAYABLE DEPARTMENT 
AUDIT AND PAYMENT OF CONTRACTOR'S INVOICES 


In auditing, paying and accounting for the contractor’s billings, it 
is essential that accounting personnel assigned to this work have com- 
plete knowledge of the governing contract. It is a good idea to prepare 
written briefs of the contract for quick reference from day to day. It 
is not infrequent that billings include items of cost which are not re- 
imbursable under the contract and Accounting personnel must be alert 
to be sure that all payments are covered by the agreement, 
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Contractor’s billings are received by Accounting after having been 
reviewed by Purchasing, which includes price checking. Invoices are 
immediately registered and referred to the Engineering Department, 
the Project Engineer and the New Project Coordinator. These groups 
review the charges and record amounts for commitment purposes. The 
billings are approved for management by the Coordinator. They are 
completely audited, and the distribution by construction code of ac- 
counts is made prior to payment, where the time element permits; 
otherwise this function is performed after payment. 


LABOR CHARGES 


I have already mentioned that the contractor's field payroll dis- 
tribution is made and audited weekly. A copy of the payroll, certified 
by the field auditors, is sent to the Accounting Department and the 
weekly distribution is recorded in punched cards and monthly sum- 
maries are prepared on IBM machines. Prior to receipt of the con- 
tractor’s monthly invoice, this labor distribution is recorded by journal 
entry with credit to a suspense account which is cleared when payment 
is made to reimburse the contractor. 


MATERIALS AND OTHER CHARGES 


The contractor’s monthly invoices are supported by copies of the 
various suppliers’ invoices for materials and services purchased by the 
contractor for the job. Making use of material received reports, pur- 
chase orders, etc., these supporting invoices are checked in detail, al- 
ways keeping in mind provisions of the contract, and the construction 
account code distribution is verified. As in the case of labor, the dis- 
tribution is recorded in punched cards so that complete construction 
cost reports may be prepared mechanically. 

All freight bills for $25.00 and over are referred to our Traffic De- 
partment for checking. Charges for taxes and insurance receive careful 
scrutiny by staff employees who specialize in these fields. 

FEE PAYMENTS 


Normally, a fixed amount is negotiated for the contractor’s fee 
and payments are made in accordance with an agreed upon schedule 
Usually 10% of the fee is withheld until the job is completed and ac- 
cepted by the owner. Before the final fee payment is made, the con- 
tractor must formally certify that there are no liabilities against the 
job for labor, services, material or taxes and that the owner is released 
from any obligation to the contractor. Our Law Department approves 
the certification and release. 


RECONCILIATIONS 
The construction code of accounts includes separate accounts re- 
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ceivable and suspense account codes which are used to record items 
subject to recovery or control. In addition to items of accounts receiv- 
able and claims, a control on tools charged to the job and fee retained 
is kept through this medium. Underlying subsidiary records are main- 
tained and are reconciled with the control accounts currently. 


PREPARATION OF PLANT ACCOUNT RECORDS 


The group of Accounting personnel who audit and pass for pay- 
ment contractor’s billings also have the responsibility for preparation 
of the permanent plant and equipment card records. We have learned 
through experience that these records can be best prepared by these 
employees because of their thorough knowledge of the project. The 
records are prepared currently during the course of construction. Upon 
completion of the project, after indirect costs are distributed, the cards 
are checked against the physical inventory and turned over to the 
Plant Accounting Group who have the responsibility for Fixed Assets 
and Depreciation accounting and reporting. 


AUDIT REPORTS 


Following the completion of a construction project, the results of 
auditing should be recorded in a comprehensive audit report. During 
the course of construction the field auditors maintain a record of their 
findings and activities. The scope of the field audit, results obtained, 
discrepancies disclosed, relationship with contractor’s organization and 
recommendations for future guidance should be carefully recorded in 
the report. It is highly desirable that costs of the project which cannot 
be audited in the field, commonly referred to as ‘Home Office Charges,’ 
be audited in the contractor’s home accounting office. Charges for en- 
gineering, inspection and expediting, traveling and living expenses, 
telephone and telegraph, other overhead and shop fabrication are the 
types of costs to be audited in the home office of the contractor. The 
results of this audit with recommendations should also be carefully re- 
corded in the audit report. 


CONTROL PROCEDURES TO PREVENT 
APPROPRIATION OVERRUNS 


Esso gives considerable attention to keeping the total cost of the 
job within the approved funds. The Accounting Department closely 
collaborates with engineering groups and assists in the control of capital 
expenditures to prevent overrun of the approved appropriation. Timely 
reporting and analysis is very important. At Baton Rouge we have 
developed a control and reporting procedure which the engineers, Proj- 
ect Coordinator and other management groups use effectively in closely 
following construction costs. 
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Our punched card accounting system provides analyses of con- 
struction costs that would not be available under any manual system. 
We maintain an accounting control record on each appropriation, pre- 
pare a monthly construction summary report which is widely dis 
tributed, prepare quarterly budget comparison reports, etc., but it is 
the detailed, tabulated report that permits analysis and review of con- 
struction costs so necessary in evaluating the adequacy of funds avail- 
able to complete the project. 


Each month we select appropriations covering cost-plus contract 
projects and tabulate an analysis of cumulative costs by construction 
code of accounts, item and detail, separated between labor, material 
and other costs. This information is essential to engineers in making 
check estimates of the job. The contractor is often required to submit 
check estimates to our Project Coordinator in joint efforts to evaluate 
adequacy of approved funds. We also frequently, at least quarterly, 
tabulate labor costs on cost-plus contract jobs, showing the craft, man- 
hours and dollars. This is used by our engineers in estimating the con- 
tractor’s efficiency as well as in evaluating adequacy of approved 
funds. 

In some quarters an elaborate material commitment record is felt 
to be necessary to the effective control of overruns. All concerned at 
Baton Rouge have considered such a record on several occasions and 
each time concluded that it cannot be justified. From past experience 
we have found that higher than anticipated labor cost, rather than in- 
creased material and equipment cost, has been a primary factor in ap- 
propriation overruns. Of course, material commitment records are no 
help in controlling labor cost. When considering the engineering check 
estimate procedure on labor and material and the fact that contractors 
are frequently required to submit check estimates, we feel that there 
is adequate safeguard against overruns without maintaining a costly 
material commitment record 

I think it might be of interest to mention a few specific types of 
audit disclosures that came up in our experience with cost-plus con- 
struction contractors. I am inclined to think that from contractors’ 
viewpoint control, accurate record keeping and reporting are secondary 
in most cost-plus construction jobs. Contractors’ primary concern is 
to get the physical plant built. Their organizations are not nearly as 
stable in respect to employment as a company such as ours, and we 
believe our thorough audit of cost-plus coritracts is fully justified, not 
only to protect the company against possible irregularities, but to ob- 
tain adequate accounting information and reports so necessary to the 
establishment of permanent fixed asset records. 
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Duplicate Billings have been made in several instances. During 
the construction of one of our operating units we were billed twice for 
the same purchase of valves in the amount of $5,000. 


Overtooling the Job must be closely watched. On one of our jobs 
the contractor submitted a tool list amounting to a total cost of $160,- 
000. Our field auditor questioned the need for some of the items and 
with the cooperation of our Engineering Department, the job was 
tooled for less than $100,000. 


Work Methods may increase costs. For the construction of a large 
building the contract provided that the first coat of paint be brushed on 
and that additional coats be sprayed on. Our field auditor observed 
that the second coat was being brushed on and upon inquiry was told 
that union regulations would not permit the use of spray guns. In the 
final analysis spray guns-were used, with a savings in cost of $6,000. 


Overstaffing the job bears careful scrutiny. On one of our jobs 
the ratio of supervision to direct labor was 41% while it was only 13% 
on another job. This was called to management’s attention with the 
result that the supervisory staff was reduced, the savings amounting 
to over $100 per day. This was in March. By July supervision ap- 
peared again to be excessive. Our auditor again referred the matter to 
management and eleven unneeded supervisors were laid off with a 
saving of $240 per day being realized. 


Padding the Payroll has been disclosed. A contractor’s timekeeper 
was allowed to work two hours overtime daily. He came to work one 
hour early in the morning and stayed on the job one hour after quit- 
ting time. He had access to all of the records and carried terminated 
employees on tl. payroll. He punched time clock cards in and out, 
added the names to time sheets, reported distribution, etc. He was 
permitted to pay off on pay days—of course, keeping the checks not 
deliverable. The contractor was negligent in that he permitted the 
timekeeper to pay off, to have access to the records and to regularly 
work daily overtime. Our field auditor should not have allowed such 
practices. We recovered $3,000 from the bonding company. 


Labor Escalation should be carefully checked. We recovered, as a 
result of audit of a contractor’s Home Office Charges, more than 
$40,000. A general wage increase was granted during the course of 
construction and the contractor’s office personnel had incorrectly es- 
calated rates for supervisory personnel. 


In closing, let me say that the construction audit program is a val- 
uable tool for construction cost control and distribution. A good audit 
program is well worth its cost. 


LOOKING FOR LEAKS IN YOUR 
INSURANCE UMBRELLA” 


By WARREN S. McKAY 


Supervisor of Insurance and Taxes, United Engineering and Foundry Company 


HEN you consider the frequency with which the term “cover 

age” is used in insurance terminology, it is easy to understand 
why the analogy to an umbrella which I have used in my subject. I 
am sure that you are all familiar with the terms—‘complete coverage” 
—*“total protection” and many others used to describe insurance poli- 
cies or insurance programs consisting of several policies. Such terms 
are intended to imply an umbrella which is held above an individual 
or a business to ward off the rain and hail of property losses, liability 
claims, and the many other exposures which threaten us constantly. 


Umbrellas come in many shapes, sizes, colors, and designs and 
so do insurance programs. Therefore, it is important to consider 
whether our own particular program is the proper one for our business 
as well as being free from leaks. I am sure that you can appreciate that 
no two businesses are exactly alike, and by this same token there can 
be no such thing as a stock or standard insurance program which can 
be bought “off the shelf” and satisfy all requirements. 


Then too, there is the matter of changes—of keeping up to date. 
The insurance industry like all other competitive businesses is con- 
stantly improving and broadening their product, and we must keep 
abreast of these changes. Not only are changes made by insurance pro 
ducers but by the purchasers as well. Changes in the manner of doing 
business may eliminate the necessity for certain insurance coverages 
or make it necessary to find new ones. Fashion changes in insurance 
as well as other things. 


As we now approach the real theme of this little talk, I would 
like to say that I appreciate the interest shown by this group in making 
this subject a part of your program. Too often the job of handling an 
insurance program is delegated to someone as a sideline or collateral 
duty, and then the subject is forgotten. ‘Unless the one to whom it is 
assigned has plenty of time on his hands or is genuinely interested in 
the subject, it is turned over to some insurance agent or broker who 
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may be a thoroughly competent individual or just an ordinary one 
and interested only in the commissions received without taking an ac- 
tive interest in providing the best possible coverage at the least possible 
cost. The active interest of persons like yourselves will do much toward 
making sure that the insurance program of your company is kept sound 
and able to do the job which it is intended. 


Now this business of looking for leaks is not as simple as it may 
sound, Insurance has that property of being very unnoticeable most 
of the time. Then suddenly, a loss occurs, and insurance becomes a 
very prominent thing in all conversations. It is noticeable either be- 
cause it gives the protection desired or—and let us hope that this doesn’t 
happen— it fails to do what was expected of it. For this reason we often 
find ourselves in the position of the gentleman in that old song, “The 
Arkansas Traveler.” This fellow, you will recall, lived in a cabin with 
a leaky roof and complained that he couldn’t fix the leaks when it was 
raining, and when it wasn’t raining the roof didn’t leak. So it is with 
insurance, When a loss occurs, we very quickly see the leaks in our 
insurance umbrella, but when this doesn’t happen the leaks are not 
very noticeable. 


Obviously our only procedure is to make a careful examination 
and try to locate and repair any leaks before a storm breaks. Some 
of you may be responsible for purchasing your company’s insurance. 
However, I would suppose that most of you are interested in this sub- 
ject from the standpoint of seeing that there is adequate protection 
for your company’s assets as part of your program of internal checks, 
audits, or other controls. In either case the examination referred to 
ibove would be about the same, for it is only after a careful appraisal 
of the exposures that you can purchase proper protection. 

You will all appreciate that what is proper for one company may 
be entirely out of line for another. Also, as I have pointed out earlier, 
conditions change and what was satisfactory last year may be entirely 
inadequate, or conversely, much more than adequate under the condi- 
tions which are presented at the current time. It would be very con- 
venient for you—and me, too—if I could give you one formula—or 
even several—which would tell you what kind and how much insur- 
ance your company should have in force. This, of course, is not possi- 
ble, but I will try to give you the factors which I think should be con- 
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sidered in determining whether or not an insurance program is 
adequate, The subject of group insurance, hospitalization, and similar 
coverages is, I feel, an entirely separate subject, and my remarks will 
be confined to four principal classifications—Fire Insurance, Marine 


Insurance, Casualty Insurance, and Fidelity and Surety Bonds, which 
we will take up in that order. 


Fire Insurances: Probably the first thing we think about when we 
consider fire insurance is values. Many policies contain a “co-insur- 
ance” clause which relates the percentage of a loss to be paid by the 
insuring company to the ratio of insurance carried to the actual value 
of the property insured. Even when policies are issued without this 
clause, the insurance company will usually require that the amount of 
insurance carried be kept in line with the actual values, This is one 
possible leak which you can readily check and recommend changes 
where necessary. How you determine values is not important as long 
as your methods are sound and properly documented. Always remem- 
ber that values must be current. The policy form should be carefully 
examined to be sure that all of the hazards to which the property is ex- 
posed are covered. These seem elementary but in spite of all the pub- 
licity given to hurricanes Carol, Edna, Hazel, and the rest of the girls, I 
venture to say that a surprising number of fire insurance policies do 
not carry the extended coverage endorsement which protects agenst 
this risk. The “molten metal” clause which covers against damage by 
escaping molten metal even though there is not a resulting fire is a 
good example of a special hazard which may be overlooked. Keep in 
mind, however, that some risks are not insured because the premium 
cost would be too high in comparison to the possible loss. These situa- 
tions can be readily explained by your insurance buyer or broker, so 
do not hesitate to raise a question about any exposure you find ex- 
cluded, either specifically or by omission, when you examine your 
policies. 


Marine Insurance: This type of insurance was originally de- 
veloped to cover the hazards of ocean travel and shipments—hence, the 
name marine. Changes through the years have expanded this field 
until now it is applied to almost any hazard where transportation is 
involved. Because of the many different forms and applications of this 
type of insurance, special care should be taken when examining the 
policies to be certain that the intent is expressed in the insuring agree- 
ment. Check any exclusions carefully for it may be that an exclusion 
which is standard may eliminate just the protection you are seeking. 
In such cases you can usually arrange for an endorsement which will 
give you what you need. As in all forms of insurance where property 
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is involved, values are important and you can make a check to deter- 
mine that values are not over or understated. 


Casualty Insurance: Under this category we include protection 
against all of the hazards of our operations which may cause damage 
or injury to the property and persons of others. Workmen’s compensa- 
tion, public liability, and boiler, pressure vessel and machinery in- 
surance are some of the coverages we consider here. The statutory re- 
quirements of the states in which you have operations will indicate the 
requirements for workmen’s compensation. These are readily obtain- 
able from the state department of labor if you wish to check them, but 
usually a policy of this type will state that it covers all statutory re- 
quirements without exception. The principal thing to watch is that 
you are covered in every state where you may have employees. 


Public liability is a broad term which covers our liability for dam- 
age to the persons and property of others and is usually referred to in 
the following categories: direct damage, owner’s or contractor’s con- 
tingent or protective, use or consumption of products, and contractual 
or assumed. Very often these are combined in one policy usually called 
a blanket liability policy. Here is a field which should be given care- 
ful consideration for it is protection not against specific property as in 
the case of fire insurance but for all assets including cash, receivables, 
securities, etc., because a claim would have to be paid with these if 
there is no insurance which we normally think of as being beyond the 
risk of damage. A company could experience a sizeable fire loss not 
covered by insurance if it had sufficient cash to rebuild and still stay 
in business. A large liability claim or verdict, however, could con- 
ceivably wipe out all the assets of a business and leave nothing for 
the owners. If you would examine policies of this type, first be sure 
that the coverage is broad enough to cover all phases of your operations 
and that the policy extends to all locations wherever they may be. 
Next is the problem of limits which is as wide as the scope of present 
day business operations. You can only determine what limits you 
should purchase by a careful study of your own operations. I am sure 
that you can appreciate that no two operations are ever alike and so 
the possibilities of successful claims against your company will differ 
from others and depend on how your business is conducted. Keep in 
mind, however, that juries are very generous with other people’s 
money, and the so-called “jumbo-verdicts” are becoming more and 
more common. 


Boiler, pressure vessels, and machinery insurance is included in 
this category because it covers liability for damage caused by the de- 
struction of such objects as well as damage to the object itself, Limits 
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should be determined by the proximity of the objects to other property 
and persons, and, of course, care should be taken that all objects are 
properly listed in the policy. 

Fidelity and Surety Bonds: This is a form of insurance which 
undertakes a guarantee by a third person of the obligation of one per- 
son to another. You will probably be most concerned with the fidelity 
bond which protects your company’s assets against theft by employees. 
This is sometimes done on individual, name, or position bonds in which 
case it is necessary to ascertain where defalcation can occur and make 
sure that all of these individuals or positions are listed. A better method 
is to secure a blanket policy which covers all employees. In this case 
you only have to determine the proper limits. The limits, again, are 
governed by the particular operation and the time a defalcation can 
continue before the internal checks will disclose it. The installation 
and operation of proper internal checks and audit procedures is the 
most important contribution that you can make in this respect. 


Surety bonds will require little or no attention, as they are princi- 
pally used as bid or performance bonds, and the terms of such instru- 
ments are stipulated by the contract or agreement which requires them. 


We have covered the four divisions to which I referred earlier, 
but there is one other which deserves some comment. I purposely omit- 
ted reference to use and occupancy (sometimes called business inter- 
ruption) insurance under any particular category because it can be 
used as an auxiliary to any type of insurance for property damage, 
when the occurrence of the event which is insured against can cause a 
stoppage of operations. Because of the co-insurance factor usually 
found in such policies, you should make sure that adequate limits are 
carried, Such insuring contracts usually cover profits and certain fixed 
expenses which will continue whether or not the business is operating 
in its usual manner, so as accountants you should be well prepared to 
develop the necessary information. 


As I draw to a close I hope that I have not disappointed any of 
you by the broad presentation which this subject requires. I also feel 
that I should make some mention of the strictly accounting side of 
insurance. As you all probably know insurance premiums are usually 
paid in two ways. One is the advance payment of the premium for the 
whole policy period, in which case it is amortized over the life of the 
policy. The other is when the premium.is based on the audit of some 
expense or value and the premium is paid at the end of the period 
under audit. In such cases it is necessary to accrue the premium which 
it is anticipated will be developed by the audit. Sometimes, in the lat 
ter case, a deposit or minimum premium is required. All that is neces- 
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sary to properly handle the accounting for insurance premiums is a 
careful examination of the policy terms. When the policy requirements 
are understood it is a simple matter to apply accounting principles to 
them. 


In conclusion, I can only hope that my remarks will have been 
interesting to you and will serve to assist, if only a bit, in your 
search for leaks in your insurance umbrella. 





STUDENT’S DEPARTMENT 


Edited by M. B. T. DAVIES 











DOES REPORT WRITING HAVE A DOLLAR VALUE? 


OST authorities on auditing practice—whether internal or public 

—agree that report writing is one of the more important aspects of 
the audit job. Strangely enough, most texts dealing with auditing 
techniques devote little space to discussion of this significant problem. 
However, those persons actually engaged in the day-to-day administra- 
tion of an audit program are extremely cognizant of the importance 
of effective report writing. To stimulate greater interest in and to di- 
rect increased emphasis toward the development of better audit report 
comments and proper presentation, many articles on this subject have 
appeared in recent years in professional accounting and auditing peri- 
odicals. Why the need for this greater interest and increased empha- 
sis? Because report writing, as a medium for conveying ideas, plays 
an extremeiy important part in the development of a professional busi- 
ness career, and particularly in the internal auditing profession. 


Consider that internal auditing is a service, the visible end product 
of which is a report placed on management's desk. This service, like 
all others, must be sold on the basis of performance—and the end 
product—the audit report—must contribute its share to the selling job. 
For by means of the audit report, management will surely appraise not 
only the record of the activity which is being reported, but will also 
judge the effectiveness of the internal audit program on the calibre 
of the report comments. 


A neatly bound, well organized, easy reading report can be an im- 
portant factor in attaining management acceptance. The ground rules 
for effective writing apply equally to all parts of the report, but are 
particularly significant with respect to the report comments. These 
ground rules cover such fundamentals as—text organization, composi 
tion, grammar, etc. No one likes to read, or will take time to read, 
anything written with awkward sentence structure, inadequate para- 
graphing, poor punctuation, improper word usage, and the thoughts 
so disorganized that a logical conclusion cannot be reached. The proper 
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observance of basic writing tenets cannot be emphasized too strongly in 
the development of audit report comments. 


From the standpoint of appraising the effectiveness of the internal 
audit program—and in fact, the auditor as well—the quality of the 
audit report comments provides management with a ready means of 
direct measurement. For the quality of the report comments directly 
reflects the auditor’s judgment. 


Webster defines judgment as “the mental act of judging; the oper- 
ation of the mind, involving comparison and discrimination, by which 
knowledge of values and relations is mentally formulated”—‘“the 
power of arriving at a wise decision.” Inasmuch as there is no known 
magic formula for “arriving at a wise decision,” the auditor must be 
constantly on the alert to insure that report comments reflect his best 
business judgment and are presented in a manner so as to attract and 
hold management’s interest. 


To return to our original premise regarding the importance of 
report writing in selling the internal auditing job, we see that much 
of the auditor’s future position in any business organization could rest 
upon the ability to put his ideas across to management in a manner 
that will merit proper recognition. In attaining such recognition— 
gaining a place on the management team—the auditor realizes many 
goals not the least of which is a monetary one. 


ONE APPROACH TO AN INTERNAL AUDIT OF THE 
ACCOUNTS RECEIVABLE DEPARTMENT* 


By WILLIAM D. ALLPORT 


Manager, Internal Audit Dept. 
The Robert Simpson Co., LTD. 


After studying the results of his appraisal of the design and operation 
of the internal checks which are built into any company operation, the 
internal auditor is better prepared to determine the scope and extent 
of audit procedures most likely to accomplish his objectives. 


Before starting an audit of the Accounts Receivable Department, it 
helps to review what we wish to accomplish, what methods we should 
use and how much staff we will need. 


*Delivered at meeting of Toronto chapter. 
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One practice that we often find helpful, particularly in dealing 
with a large department, is to obtain a complete list of all employees 
in the department and indicate on the list the work performed by each 
person, including those who supervise each section. The job description 
can often be expressed in one word, such as “biller,” “authorizer,” 
etc., provided such description clearly shows what any particular per- 
son does in relation to the others and to the flow of the work. This list 
serves another useful purpose later in the audit when checking the 
personal accounts of those employees. 


Another valuable practice is to analyze the system of internal 
check which is in force within the department. The better the system 
of internal check, the less work the auditor has to do to accomplish his 
purposes. Partial appraisal of the effectiveness of the system of internal 
check can be made before the audit work commences and the tenta- 
tive audit program may be modified accordingly. Other parts of the 
system of internal check can be appraised more efficiently during the 
course of the audit. The effectiveness of the internal check in relation 


to any operation will then be considered in making further modifica- 
tions of the audit program. 


For illustration, let us see how this approach might be applied to 
certain specific objectives of an audit of the Accounts Receivable 
Department. 


SUBSTANTIATING THE AMOUNTS RECEIVABLE 


We wish to verify that the account balances on the books repre- 
sent legitimate claims against our customers. We check this directly 
by means of confirmations mailed to the customers, and indirectly by 
a thorough examination of the records themselves. We test the clerical 
accuracy of the individual accounts and compare totals with entries 
in the control accounts. We check the individual entries in various 
accounts. 


Then we examine the system used to record the source informa 
tion and to accumulate the amounts entered as charges and credits in 
the various parts of the bookkeeping system. This last operation is 
where we study the effectiveness of the system of internal check. If 
it were possible to provide a perfect system of internal check, then 
verification of the accounts themselves theoretically would be unneces- 
sary. Since such a system is not ordinarily feasible we must test the 
accuracy of the accounts, and the less effective we find the internal 
check, the more we must rely on the other means of verification and 
the more work we must do. 
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CLASSIFICATION OF RECEIVABLES 


We wish to verify that the accounts are properly classified; for 
example, those due from customers, from subsidiary companies, from 
officers of the company, etc. We check this by scrutinizing the indi- 
vidual accounts. But also, we review the methods followed within the 
department to assure that all accounts are properly classified. 


VALUATION OF ACCOUNTS RECEIVABLE 


We wish to check the valuation of the accounts receivable. In most 
cases the total of accounts receivable as shown by the books is reduced 
to estimated realizable value *-- means of a reserve for doubtful ac- 
counts. 


In order to check the adequacy of the reserve for doubtful ac- 
counts, we review the individual accounts, correspondence, and other 
available data for evidence that the individual balances are good, doubt- 
ful or bad with respect to their collectibility. 


But we don’t stop there. Quite to the contrary, there are a num- 
ber of other things that we consider at that time; things related to the 
standards established for the daily operations of the department and 
the system established to see that these standards are met. Some of 
these are: 


EXTENSION OF CREDIT 


Extension of credit to customers who are bad risks costs money, 
but refusal to take any risks reduces sales and profit opportunities. 
Therefore, we review the standards for extension of credit and how 
strictly those standards are being followed in practice. 


COLLECTION EFFORT 


We investigate whether the established collection procedure is be- 
ing adhered to and whether it should be strengthened or relaxed in 
the light of current collection conditions. 


RECORD OF AGE OF ACCOUNTS 


If this record is not accurately prepared, those responsible may be 
misled as to the effectiveness of the credit and collection operations. 
Therefore, we investigate whether the design, as well as the prepara- 
tion, of this record is appropriate to accomplish its purpose. 


Having investigated the standards and internal checks and the 
actual operation of credit extension, collection, and ageing, we are 
better prepared to determine the extent to which we will scrutinize in- 
dividual accounts in order to arrive at a reasonable estimate of their 
collectibility. We will take samples from current as well as overdue 
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accounts and scrutinize particularly those previously classified as 
doubtful and bad, but often we will firfd that we do not need to 
analyze every account on the books. If the samples we choose turn out 
to be better or worse than we should expect, then we increase or de- 
crease the number of samples accordingly. 


CUSTOMER RELATIONS 


We wish to help assure that the various operations of the Accounts 
Receivable Department contribute positively to customer good will. 
We examine the accounts and other records to see that correspondence, 
claims, adjustments and inquiries are handled promptly and courte- 
ously. Before such sampling, however, we investigate the procedures 
established for those operations which involve dealing with customers 
and the means provided to assure that they are followed in practice. 
The wording and use of form letters, for example, may affect cus- 
tomers’ attitudes toward our company. 


The foregoing examples are, of course, merely illustrations of the 
Way we can use the results of our investigation and appraisal of the 
system of internal check to determine (1) the principal objectives of 
a particular audit, and (2) the kind and extent of audit procedures 
we use to accomplish those objectives. 


AUDITING CASE STUDIES 


The following case study is one of a series prepared by the In- 
ternal Auditing Committee of the American Gas Association and Edi- 
son Electrical Institute. 

Expense accounts are a source of concern to many internal audi- 
tors. In the first place they open up the most common opportunity 
for defalcation—that of padding. So widely is this recognized that the 
expense account is often referred to as a “swindle sheet.”’ In the second 
place, many businesses realize that irregular practices in this field can 
often be prevented by an enlightened policy, as distinct from one of a 
restrictive character which promotes a psychological urge to swindle. 

The following case is probably typical, and embodies a practical 
approach designed to eliminate from the mind of the traveler any 
feeling that his authority to spend reasonably is being unduly re- 
stricted. 


PRINCIPLES COVERING ALLOWABLE TRAVEL EXPENSES 


In performing audits of travel expense vouchers, inconsistencies 
in understanding regarding allowable and non-allowable items were 
disclosed. 
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This matter was brought to the attention of the president and his 
executive staff. At the request of the president, the auditor conducted 
a survey of modern corporate practices dealing with travel expenses. 
The survey was aimed at comparing practices with those of other 
companies, and determining the advisability of establishing principles 
to govern these activities. 


As a result of the survey the following guiding principles were de- 
veloped and presented to executive staff members for distribution as 
desired. 


The procedures for controlling travel expenses are as simple, as 
direct, and as effective as those of any organization covered in the sur- 
vey. The following are general recommendations: 


1. Inasmuch as individuals authorized to represent the com- 
pany in out-of-town contacts are responsible employees, 
their judgment and responsibility, rather than restrictive 
stipulations, should be relied upon to effect travel expense 
control. 

2. To facilitate interpretation of company policy regarding 
allowable travel expense, the following governing princi- 
ples are suggested. It is intended that these principles be 
published for distribution as desired. 


GENERAL STATEMENT OF BASIS FOR REIMBURSEMENT 


The company will reimburse traveling employees on the basis 
of expenses actually incurred, provided that the travel has been judged 
necessary and has been accomplished at a reasonable cost to the com- 
pany without penalizing or handicapping the employee. 


PRINCIPLES GOVERNING SPECIFIC ITEMS 


a. Transportation: The mode of travel should be determined by 
the individual involved. The itinerary should be planned to 
provide for comfort, but at the least possible cost in money and 
in time. (With respect to airplane travel, it may be stated 
that the employee is not required to travel by airplane, but 
may do so at his discretion. Because of the hazard in group 
travel, it would be advisable to limit the number of company 
management people traveling together). Private automobiles 
should not be used in company travel unless this action is 
specifically approved before the fact. 

b. Hotel: Company representatives should engage comfortable 
rooms in good hotels, but should refrain from the use of lux- 
urious quarters. 
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c. Meals: Expenses for meals should be shown at actual cost plus 
tax and tip. If meals of guests are included, information to 
this effect should be supplied. 


d. Tari: Costs of taxi fares are justified only when no other 
practicable form of transportation exists or when the element 
of time is important. 


e. Telephone and Telegrams: Items pertaining to company bus- 
iness are allowable. Personal telephone calls and telegrams 
should not be included as company expense. 

f. Entertainment: Reasonable entertainment expense is allow- 
able. It is recognized that special circumstances occur when 
it becomes necessary and advisable to entertain. The em- 
ployee must exercise his best judgment, and in instances of 
unusual nature, an explanation should be given. 

g- Miscellaneous: This category should include such expense 
items as registration fees, public stenographer fees, newspaper 
and miscellaneous tips. Laundry and valet service should not be 
considered company expense except in unusual circumstances 
or when the duration of the trip exceeds one week. 

As a guide for tipping expense, the following should be considered: 

L PI 6 I u 

Hotel Desk Clerks—Unethical to tip these employees. 

Doorman—For special services, such as unusual etfort in getting 
a taxi, a 20-25 cent tip is adequate. 

Bellboy—Luggage, 25 cents 

Washroom Attendant—This is considered the most irritating form 
of service, but does require a 10 cent tip. 

Pullman Porter—All-night trip in upper or lower berth, 35-50 
cents; Roomette or bedroom, 50 cents; Day trip, 25 cents; Bed- 
room for two, 75 cents. 

Hat Check Girl—For hat only, 10 cents; for coat and hat. 15 cents. 

Waiters—10% of check. 

Red Caps—The usual charge is 25 cents per package. 

3. Advances made for travel expense should be cleared within a 
week after the employee has retusned to the office. 


In conducting the survey, the following articles were particularly 


helpful. 


1. Controlling Employees’ Traveling Expenses—a report pub- 
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lished by Metropolitan Life Insurance Company covering prac- 
tices of 55 companies. 


to 


A 1950 Survey of Salesmen’s Expense Account Practices—pub- 
lished in the July 1, 1950 issue of “Sales Management,” a per- 
iodical. 


WORKING RELATIONSHIPS 


By E. BURKE GIBLIN 
General Auditor, General Foods 


There is much more to an auditor’s personal success and the suc- 
cess of an audit function than mastering the technical tools and tech- 
niques of auditing. They are essential. it is true, but by themselves 
they are not sufficient to accomplish the auditor’s basic responsibilities. 
It may be said without argument, I am sure, that more audits have 
failed as a result of poor relationships than from lack of technical know- 
ledge. The ability to establish good working relationships is just as 
much a part of the auditor’s equipment as a sound knowledge of ac- 
counting and auditing. 


It may be possible that there are still some auditors who are only 
concerned with verification and who feel that having accomplished the 
verification of a company’s assets and having ascertained compliance 
with corporate policies, they have made a good audit. However, the 
usual concept of auditing today goes far beyond this; we are not satis 
fied with an audit unless in addition to providing management with a 
protective service, we are able to make some sound constructive busi- 
ness suggestions which are accepted and adopted. 


Our opportunities to make a good audit.will be in direct propor- 
tion to the kind of relationships which we establish with our auditing 
staff, with our fellow employees (those we audit) and with our man- 
agement. Such relationships can and should be planned and not al- 
lowed to just happen. It is worthwhile to plan and review the princi- 
ples to be observed by your auditing staff in their relationships with 
others. You all know how hard it is to reestablish a good relationship 
that has once been lost. 


When we talk about relationship we are talking about people and 
the ability to get along with people. How many technically qualified, 
well educated men do you know whom you wouldn’t want on your 
staff or wouldn’t want to work with, because of their personalities? 
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How many men do you know who are held back from promotions for 
the very same reason? 


You may have noticed recently a full page advertisement by an 
advertising agency which claimed that it had an outstanding staff and 
therefore could expect to get outstanding results for its clients. Their 
chief asset, they pointed out, was that in addition to having men who 
knew how to write appealing copy, they had men who really under- 
stood people. I submit that an auditor works with and through people 
more than most advertising men and that it is equally as important for 
him to know and understand people to get outstanding results from 
his work. 


THE AUDITING STAFF 


The first thing necessary to sound relationships is to have the right 
kind of people on your staff. I realize it is difficult to get them today. 
but I know that there are good men available who will respond to the 
proper motivation. I don’t mean money alone. The one thing that will 
attract the man you want, whether or not heavy travel is involved, is 
“opportunity” —the opportunity to learn, to use initiative, and to have 
his abilities recognized. 

As an administrator you should not be satisfied until you have on 
your staff the kind of men you want. Whenever you replace you 
should fill the opening with a better man. You should be relentless in 
pursuit of this objective. A manager is only as good as his staff; his 
own personal ability, however skilled it may be, will not carry the 
function alone; he must have good people. 

I think that in your relationships with your own staff you owe 
it to each man to keep him posted on his progress frequently and to 
help and assist him to improve. If improvement is not forthcoming 
in a reasonable time he should look elsewhere to find the right position 
for his particular talents. The greatest disservice that you can do to 
any individual is to allow him to believe that he is doing a good job 
if he isn’t. You must first of all establish honest, open relationships 
with your staff. 


FIELD EMPLOYEES 


Once you have your staff complement you are ready to start work 
in the field and here again there are certain basic principles of relation 
ships to be observed which will add much ‘to your success and to the 
satisfaction that your staff will gain from their work. Here are a few 
of the most important and most sinned against principles of relation- 


ships. You will of course think of many more but if you will observe 
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these I think I can reasonably assure you that you will be welcome 
on a return visit. 


1. First of all is the question of “attitude’—superior attitude is 
fatal. That “I’m from New York headquarters” approach or the feel- 
ing that you are a modern Moses come to lead the accounting opera- 
tion out of the desert of ignorance will set you back considerably. In- 
tellectual humility is the first step to real knowledge and if you are 
fortunate you may learn something about the business from the local 
people while you are there. I am always amazed by the three or four- 
week expert who solves all the problems that have baffled a business 
for years. It is most desirable to have ideas and solutions, but be sure 
to check them carefully before you volunteer them casually to some 
experienced person who has racked his brains for the solution. 


2. It is important that you smile, that you act in a normal friendly 
fashion. You must remember that the people there don’t know what 
you have in mind and if you are too intent, extremely reserved and 
forbidding you will engender the same reaction on their part. Let 
them realize that you are a friendly human being intent on helping 
them and not just looking for something to criticize. Your first im- 
pression can be a valuable asset—don’t lose it. 


3. Be a good listener. This advice holds good throughout the audit 
but it is particularly good at the outset. Many auditors have studied 
the particular operation and are intent on impressing the local people 
with how much they know about it. But the man who is concerned with 
an operation every day of his life will undoubtedly know more about 
it than you will and he, being human, is just waiting for an opportunity 
to tell you how important his work is and indirectly how important 
he is. If you deprive him of that privilege he won't like you, but if 
you listen he will tell you much more than you expected to hear. Some 
of the most important leads or avenues of exploration come to the audi- 
tors from volunteered information. 


A corollary to this may be expressed—“Don’t tell them, let them 
tell you.” Many an auditor, when he goes to find out about a phase of 
the work, winds up by telling his informant all about it, how he would 
do it and what should be done to improve it—rather than listening to 
the other person’s ideas. 

4. Arguments—some auditors are argumentative. After a quick 
look at a particular phase of an operation they jump to conclusions, do 
not investigate deeply enough, and then, even though wrong, refuse 
to admit it. They are sophists, they love to argue and they love to 
win. They never give up until they have had the last word. The last 
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word may please their vanity but it may also cost them dearly in 
relationships. 


5. Humility—When making suggestions, even though you are 
sure you are right, be cautious and humble for you may be wrong. Too 
many auditors, when they run across something that they can’t un- 
derstand, conclude immediately that it is wrong. It never occurs to 
them to be humble and say, “Well, if it appears wrong, it must be that 
I don’t understand it.” They then rush to the local controller or other 
supervisor with the attitude of having discovered something of tremen- 
dous importance that no one else in the business ever thought of. They 
forget the business was operating successfully long before they arrived 
and will be long after they have left. Humility, and I don’t mean 
meekness, will save much embarrassment and will gain many friends, 
and in addition will teach you many things from volunteered informa- 
tion that wouldn’t come to you otherwise. If you really find something 
wrong it won't go away—circle it cautiously—don’t rush to grab it for 
it may not be what it seems. 


6. Broadness of Approach—Put yourself in the other person’s 
shoes; ask yourself what you would do under the same circumstances; 
don’t be petty and don’t become so engrossed in technical perfection 
that you lose sight of the objectives of the business. Some auditors 
would recommend technical perfection even if it would put their com- 
panies out of business. Have a sense of proportion, learn to distinguish 
between the important and the unimportant; learn how far to pursue 
a point and when to let up. Don’t spoil the effectiveness of your audit 
by contesting small points. Don’t win the battles, but lose the war. If 
and when disagreements or misunderstandings arise, don’t always insist 
on proving the other fellow wrong and showing how he misunderstood 
you; if it’s not an important point, let it go—he won't thank you for 
proving him wrong. 


7. Teamwork—Lastly to have a happy working relationship with 
the field employees you must prove to them by your actions that you 
are not out to make progress or a name for yourself at their expense. 
You must indicate a common interest in helping to accomplish im- 
provements as part of a team without looking for credit like a star 
player who always wants to run with the ball. You will experience a 
much greater thrill from hearing someone else praise you and your 
staff than you will from singing your own praises. 





ARTICLES OF INTEREST 
TO INTERNAL AUDITORS 


BRUNO VOLLPRECHT, Assistant Editor, directs 


attention to the following Articles of Interest 


Subject: Research and Practice in Statistical Applications to 
Accounting, Auditing, And Management Control 


By: ROBERT M. TRUEBLOOD and W. W. COOPER 
Published in the Accounting Review, April 1955. 


It is stated in a footnote that this article is an outgrowth of a 
study of the application of statistical techniques to accounting and 
auditing being carried on at Carnegie Institute of Technology. One 
of the authors, Robert M. Trueblood, is a partner in Touche, 
Niven, Bailey, & Smart, Certified Public Accountants; the co 
author, W. W. Cooper, is Professor of Economics and Industrial 
Administration at Carnegie. 


At the outset, the authors relate how the research program of 
studying statistical applications in accounting and auditing began, 
the personnel involved, and the studies being conducted. With re 
spect to the latter, the authors point out significantly that greater 
progress has been made in applying statistics to internal account 
ing procedures and management control problems than in apply 
ing statistics to auditing. The authors cite and discuss four cases 
illustrating the application of statistical techniques within the for 
mer area, i.e., internal accounting procedures, and management 
control problems of particular interest to internal auditors is the 
authors’ description of the application of statistical sampling to 
internal audit of vendors’ invoices within a large corporation. 


With respect to the applications of statistics in the field of audit 
ing the authors report on progress made so far and explain why 
progress in this area has been slower than in the field of internal 
accounting procedures. Here again they cite cases, especially, the 
application to aging of accounts receivable in department stores 

and to the confirmation of accounts receivable. As to the further 
extensions of statistical applications to auditing, however, the 
authors point out that new tools of analysis will be required and 
certain problems need be resolved. The authors discuss three prob 
lems relating to the application of statistics to auditing: what 
constitutes an error; integration of deviations found; and, homo 
geneity of audit performance. They define the problem and sug 
gest the approach needed to attack it, and ultimately to solve it. 


Subject: Electronic Computers: A Progress Report 
By: PETER B. LAUBACH and LAWRENCE E. THOMPSON, 
Members of the Faculty of the Harvard Business School. 
Published in the Harvard Business Review, March-April 1955. 
‘The authors state that this article is a report of the Data Processing 
Project of the Division of Research, Harvard Business School. 
They state further that “the purpose of this article is to help busi- 
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Subject: 


By: 


Articles of Interest 


ness men who are investigating, or want to investigate, the possi 
bilities of electronic computers.” The reader will find in this ex 
cellent article a down-to-earth presentation of the business 
applications, both current and future, of electronic digital compu 
ters together with sound observations and some helpful advice to 
executives whose companies are planning to get into the field of 
electronic data processing 


The authors discuss primarily the electronic digital computers 
which have aroused the interest of management: the general 
purpose computer and the special-purpose computer. Each of 
these is described in terms of costs, functions, and applications; 
for the most part, this information is based upon the results of the 
authors’ survey of companies which have electronic computer 
installations. Continuing, the authors discuss the advantages of 
computers and the reasons why companies are getting into the 
field of electronic data processing. Most noteworthy, of course, is 
the expected cost savings but there are also other reasons, all of 
which the authors point out. Here likewise, the authors cite the 
experiences of companies either having already made computer 
installations or planning to make them 


Finally and most timely, the authors relate some of the manage 
ment problems presented by companies which have decided to en 
ter the field of electronic data processing. In the main, two differ 
ent aspects are considered: personnel and centralization. Here 
again the authors present their views as substantiated by the 
results of their survey of companies using electronic data proces 
sing equipment 


Is Direct Costing The Answer? 
ROBERT BEYER, CPA, Touche, Niven, Bailey & Smart 
Published in The Journal of Accountancy, April 1955. 


Mr. Beyer takes another look at the direct costing vs. the tra 
ditional costing controversy in the light of the arguments which 
have been advanced both for and against the use of direct costing 
for internal and external purposes. He evaluates fairly the argu 
ments for direct costing; he presents the disadvantages of direct 
costing; and he draws some convincing conclusions 


At the outset, the author points out that even among the active 
proponents of direct costing there is no generally accepted defini 
tion of direct costing. He amplifies this by tracing the historical 
background of cost accounting and placing the concept of direct 
costing in its proper background. He considers then some of the 
theoretical aspects of direct costing as advanced by its most active 
proponents, carefully evaluating such arguments. He gives con 
sideration also to management aspects of the problem, likewise 
evaluating and answering the arguments advanced by the “direct 
costers.” Most cogent, however, is his presentation of the disadvan 
tages of direct costing together with some of the difficulties en 
countered when adopting the direct costing” method, especially the 
allocation of overhead costs. 


Significantly, the author concludes that the information which the 
direct costing method purports to provide is available under the 
traditional costing method. He sees no need, after his inquiry, to 
change our traditional method of income reporting 
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88 The Internal Auditor 
Subject: Auditing, Control, and Electronics 
By: A. B. TOAN, JR., Partner: Price Waterhouse & Co. 
Published in The Journal of Accountancy, May 1955. 
In this article, the author deals with one aspect of the applica 
tion of electronic computers in business: how the introduction of 
these new machines will affect the objectives and techniques of 


audit and control. The scope of his paper, he states, is limited 
to a discussion of the following three processes together with audit 


implications: 
(1) “establishing that the original data are authentic and 
accurate 
(2) “ascertaining that these data, and only these data, are 
recorded 


(3) “determining that the form of the record and the evidence 
supporting it will satisfy those who must attest to the in 
tegrity and accuracy of these records.” 


After apeny: out that the independent public accountant is not 
the only one concerned with audit and control, the author singles 
out what these people can expect from the computer and the 
computer specialists. The author considers, next, each of the 
three areas in the light of audit and control objectives. He de 
scribes electronic and non-electronic data processing: the record 
ing of documents; establishing controls over source data; and 
finally reviewing internal controls. Aside from discussing the 
impact of electronic computers on procedures, audit, and control 

his main purpose—the author also comments upon how these 
machines will affect personnel, especially as they affect internal 
control established by a segregation of duties and responsibilities 


Subject: The Audit of Cash 
By: LEONARD F. BECKERS, CPA, Lybrand, Ross Bros. & Montgomery 
Published in The Journal of Accountancy, March 1955. 


One finds in this article an interesting discussion of the audit of 
cash. While the author recognizes that detailed cash audit pro 
cedures are often used today, it is his contention that where, in 
the auditor’s opinion, the client's internal control system is well 
designed and effective, the auditor need not follow detailed audit 
procedures, and that when circumstances permit, the auditor should 
examine cash balances on a test basis 


Mr. Beckers explains why, in his opinion, some auditors subscribe 
to detailed cash audit procedures, drawing however an interesting 
analogy between the audit of cash and the audit of other current 
assets and pointing up the prevailing difference in attitude re 
garding scope of procedures as applied to audit of cash and that 
applied to audit of inventories and receivables. Continuing, the 
author describes the development in recent years of internal con 
trol practices, emphasizing the procedures used in establishing con 
trols over cash. He cites also the role of the internal auditor and 
the internal audit functions regarding control of cash. 


Lastly. Mr. Beckers discusses generally the examination of cash 
on a test basis, especially the extent of testing internal controls to 
the auditor's satisfaction 
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Subject: The Impact of Electronics On Retailing 


By: RALPH H. EIDEM, Director of the Retail Division and Director of 
Electronic Research, Ernst & Ernst, Chicago, Illinois 


Published in Retail Control, March 1955. 


Mr. Eidem is not so much concerned, in this article, with elec- 
tronic business machines as he is with recent developments in 
electronics and how they may affect the business of retailing. In 
his introduction, the author points up the problem of ever- 
increasing paper work, especially in the retailing business, inti 
mating that the advent of electronics offers some hope of solving 
the problem. The author outlines briefly the ideal electroni 
system. He describes fully the special requirements of the retail 
ing business with respect to electronics. Three processes, character 
istic of automation, are singled out for discussion: high speed 
input; high speed output; and random reference, a problem which 
is unique in retailing. 


The author discusses generally the benefits which will accrue 
from electronic data processing for business purposes and lastly, 
he points out what management must do, especially retailers, 


to re-orientate themselves in the electronic age which is now with 
us. 


Subject: Preparation and Use of Process and Flow Charts 


By: W. GERALD COLE, Administrative Assistant, Accounting Staff, 
Bethlehem Steel Co. 


Published in the N.A.C.A. Bulletin, April 1955, Section |. 


In this article, the author points up the important uses to which 
process and flow charts can be put in any analytical work; and 
more importantly, he points out that one need not be an engineer 
or a draftsman to prepare such charts. Mr. Cole discusses and 
illustrates the following charts adopted by one company 


1. Process charts: single column and multi column 
2. Work flow charts 
3. Record flow charts 
+. Layout flow charts 
5. Special flow charts 


Each of the five charts is fully explained; illustrations and chart 
ing techniques are also provided 











EMPLOYMENT SECTION 


All communications should be addressed to The Secre- 
tary——-Tue Institute or INTERNAL AvupiTors, Room 5307, 
120 Wall Street, New York 5, N. Y. Reference should be 
made to the Box “E” number. 








TAX 


Outstanding Philadelphia area company offers top oppor- 
tunity for man experienced in tax planning. Will assure 
strong position in Treasurer's Department. Prefer young 
man with a minimum of 5 to 6 years tax experience, a college 
degree and personal qualifications which will enable him to 
gain the confidence of management and permit even further 
development. Salary dependent upon qualifications. Likely 
to fall around $9,000 to $10,000. Send complete details of 
background. Box E-164. 








ACCOUNTANTS 
— Foreign Employment — 
Graduate Accountants with minimum 2 years’ Account- 
ing or Office Management experience. 


Must be capable of reading, speaking and writing 


ARABIC. 


Write giving full particulars regarding personal history 
and work experience. Please include telephone number. 


Recruiting Supervisor, Box 17 


ARABIAN AMERICAN OIL COMPANY 
505 PARK AVENUE 
NEW YORK 22, NEW YORK 
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Publications of The Institute of Internal Auditors 


INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD Price $5.65 
(Published by Prentice-Hall—70 Filth Ave., N. Y.) 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 


INTERNAL AUDITING PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
(Published by Brock and Wallston—39 Atlantic St., Stamford, Conn.) 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS Price $1.65 
(Published by Prentice-Hall—70 Filth Ave., N. Y.) 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author Price $1.50 








Collections of Conference Papers 
PROGRESS THROUGH SHARING 
Thirteenth Annual Conference—8 Papers Price $1.50 
NEW FIELDS FOR INTERNAL AUDITING 
Twelfth Annual Conference—8 papers Price $1.50 
EDUCATION AND SERVICE TO MANAGEMENT 
Eleventh Annual Conf ~? pap Price $1.50 


MANAGEMENT ACCEPTANCE [includes logerty) 
Tenth Annual Conference—13 papers [ ) 





Price $3.50 





Other Published Material 
ORGANIZATION AND OPERATION OF AN 
INTERNAL AUDITING DEPARTMENT 
Research Report Price $1.00 
INSTRUCTOR'S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING Price $2.00 
STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR No Charge 
THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for students No Charge 





Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $2.50 


A dicular describing the above publications will be sent upon request. Orders should 
be sent to: The Institute of Internal Auditors, 120 Wall Street, New York 5, New York 





Other Publications On Internal Auditing 
(Write to publisher for further information) 
INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 
INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 
McGraw-Hill Book Company—330 W. 42nd Street, New York 18, N. Y. 
BASIC INTERNAL AUDITING—by JOHN 8B. THURSTON 
International Textbook Company, Scranton, Pennsylvania 
INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 
by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Connecticut 
INTERNAL AUDITING—by VICTOR Z. BRINK 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 
INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
H. F. L. Ltd., 66 Chandos Place, London WC2, England 
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